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NOTE 
Issues papers of the AICPA's accounting standards division are 
developed primarily to identify financial accounting and reporting 
issues the division believes need to be addressed or clarified 
by the Financial Accounting Standards Board. Issues papers 
present neutral discussions of the issues identified, including 
reviews of pertinent existing literature, current practice, 
and relevant research , as well as arguments on alternative 
solutions. Issues papers normally include advisory conclusions 
that represent the views of at least a majority of the Institute's 
Accounting Standards Executive Committee (AcSEC). 
Issues papers do not establish standards of financial accounting 
enforceable under Rule 203 of the Insitute's Code of Professional 
Ethics. They are sent to the FASB for its consideration. The 
accounting standards division (212-575-6369) can provide 
information to interested parties concerning actions the FASB 
has taken on this paper. 
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INTRODUCTION 
1. The Accounting Standards Executive Committee's (AcSEC's) Task 
Force on Accounting for the Development and Sale of Computer Software 
has prepared this paper to address issues relating to the timing of 
revenue recognition for software licensing and leasing arrangements, 
sales, and other marketing arrangements. 
2. No authoritative literature specifically addresses those issues, 
though general guidance on revenue and revenue recognition exists in 
the Financial Accounting Standards Board's (FASB's) Statement of Fi-
nancial Accounting Concepts No. 6, Elements of Financial Statements 
of Business Enterprises, Statement of Financial Accounting Concepts 
No. 5, Recognition and Measurement in Financial Statements of Business 
Enterprises, and Accounting Principles Board (APB) Statement No. 4, 
Basic Concepts and Accounting Principles Underlying Financial 
Statements of Business Enterprises. In addition, some have referred 
to certain other FASB literature and industry standards for guidance 
by analogy. 
3. Applying that general guidance to software transactions can be 
difficult, because at least some of those principles were developed 
with sales of tangible products in mind. For example, passage of 
title and passage of risk are two reference points frequently used to 
determine when an exchange transaction has occurred and revenue should 
be recognized. However, in software exchange transactions, title 
generally does not pass, because most of the exchanges involve licen-
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ses or leases, and risk of ownership may be retained by the licensor 
(lessor), who can easily duplicate, at little cost, software that is 
lost or destroyed. Yet some argue that those differences are nonsub-
stantive and that at least some software licensing transactions are so 
similar to sales or leases of tangible products that the same revenue 
recognition rules should apply. 
4. In its 1983 Survey of Accounting Policies in the Computer Software 
Industry, updated by the National Association of Accountants, Deloitte 
Haskins & Sells identified seventeen different kinds of revenue recog-
nition policies among the more than fifty publicly held software 
companies surveyed. Surveys by the Association of Data Processing 
Servicing Organizations (ADAPSO) confirm a wide range of such prac-
tices. The earliest recognition point reported was the signing of a 
contract; the latest was delivery and acceptance of the software by 
the customer, though the task force is aware that some defer recog-
nition until payment is received or the software has been transferred 
by a distributor to an end user. 
5. Some diversity in revenue recognition policies may be attribu-
table to the variety of ways in which software is marketed. Sometimes 
changes in a company's business activities may not yet be reflected in 
its accounting policies. For example, a company that previously pro-
vided custom programming, accounted for under the percentage of com-
pletion method of contract accounting, may now be licensing "off the 
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shelí" products. Though the company is no longer using that revenue 
recognition method, its accounting policy may still be described as 
the percentage-of-completion method. Some revenue recognition pol-
icies appear to be based on the payment schedule required by licensing 
contracts. Others may represent a desire to recognize revenue as 
early as possible to compensate for software costs that are charged to 
expense when incurred. 
6. In preparing this paper, AICPA staff, accompanied by FASB staff, 
interviewed the managements of eight software companies. In addition, 
the entire task force met with representatives of software companies 
to discuss their revenue recognition policies, their views on the 
issues, and the economic implications of certain revenue recognition 
policies. Those discussions also revealed that companies use a var-
iety of marketing methods and revenue recognition policies. 
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BACKGROUND 
7. The number of software producers and the variety and specificity 
of their products has rapidly grown in recent years. In 1974, about 
700 independent producers of packaged and custom software had aggre-
gate revenues of about $1.4 billion, of which less than 30 percent, or 
$420 million, was attributable to packaged software. In 1985, 4500 
companies had $24 billion in revenue, with 58 percent, or $13.9 bil-
lion of the revenue coming from packaged software.1 By 1989, packaged 
software is projected to generate revenue of over $41 billion, more 
than twice the revenue from custom software.2 
Industry Structure 
8. The attached chart shows the structure of the industry. 
1INPUT, ADAPSO 1986 Annual Computer Services Industry Report. 
2INPUT, 1985 Information Services Industry Annual Survey and Analysis. 
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Product Marketing 
9. Companies market software products in a variety of ways 
• By licensing or leasing to end users for their own use, with 
no right to reproduce for sale or sublicense, or with the 
right to reproduce and use only at designated sites or ma-
chines; 
• By licensing or leasing software to others to market to end 
users; 
• By selling all rights to products already developed; 
• By contracting to develop software for end users with some or 
all of the rights passing to the end user; or 
• Through a service bureau function. 
10. Licensing or Leasing Software to End Users for Their Own Use. The 
kinds of activities a software vendor may be required to perform 
before and after delivery of a software product are generally affected 
by the kind of end user. Those activities may include installation, 
which may consist of some customization and implementation, debugging, 
enhancements, warranty, training, and other support. Some software 
products require extensive modification for customer use. The modifi-
cation, sometimes described as installation, may involve adding new 
modules to modules in use or integrating modules in use. For example, 
use of a new module may require modification of a module already in 
use. Installation of some products may take as long as two years; 
other products may require virtually no installation and may be sold 
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and delivered much like other packaged goods. 
11. For some software products, the customer's obligation to pay is 
tied to signing of the licensing contract. For others, payments may 
be spread over vendor performance milestones or payments may vary with 
the amount of usage of the product. The costs of services and ancil-
lary products, such as hardware, are sometimes included, or bundled, 
into the price of the software product? sometimes those services and 
products are priced separately. Some companies have return policies 
under which customers may return software or exchange one product for 
another. 
12. Licensing or Leasing Software to Others to Market to End Users. 
Licensing or leasing software to others to market to end users in-
cludes arrangements to sublicense, reproduce, or distribute software. 
Terms on those arrangements may be for perpetual or fixed periods. 
They might also provide for the following: 
• Exchange rights; 
• A right to select products with a fixed minimum purchase 
required for 
Deliverable products, 
Products not yet deliverable, 
Some combination of both; or 
• Reproduction of the software by the vendor under the same 
contract or under a separate contract. 
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13. These are typical pricing terms and conditions for such arrange-
ments : 
• Royalty, based on the passage of time, the volume of usage, or 
both; 
• Fixed price; 
• Fixed price plus royalty; 
• Variable price; and 
• A combination of the above with a nonrefundable advance pay-
ment. 
14. Selling All Rights to Software Already Developed. Selling all 
rights to products already developed is the same as selling such 
rights in other industries, 
15. Contracting to Develop Software for End Users. Contracting to 
develop software for end users with title or some or all rights pas-
sing to the end users appears to have certain similarities to long-
term contracts for other kinds of assets. Some of the arrangements 
provide for partial funding by the licensees? some have character-
istics of joint ventures or research and development arrangements. 
However, some basic software products already exist and are owned by 
the vendor or others, and the vendor contracts with the end users to 
customize the products. Such activities usually require installation. 
16. Providing Data Services Through a Service Bureau Function. Data 
services companies offer processing services that primarily involve 
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the use of software owned or licensed by the data services company. 
Such companies may charge subscription fees when customers first 
subscribe, software development fees, usage fees, and data storage 
fees. 
RELEVANT LITERATURE 
17. The sources in the accounting literature that provide guidance on 
revenue recognition issues for computer software discussed in this 
paper are the following: 
• FASB Statement No. 13, Accounting for Leases, 
• FASB Statement No. 48, Revenue Recognition When Right of 
Return Exists, 
• FASB Statement No. 50, Financial Reporting in the Record and 
Music Industry, 
• FASB Statement No. 51, Financial Reporting by Cable Television 
Companies, 
• FASB Statement No. 53, Financial Reporting by Producers and 
Distributors of Motion Picture Films, 
• FASB Statement No. 63, Financial Reporting by Broadcasters, 
• FASB Statement No. 66, Accounting for Sales of Real Estate, 
• FASB Statement No. 86, Accounting for the Costs of Computer 
Software to Be Sold, Leased, or Otherwise Marketed, 
• FASB Statement of Financial Accounting Concepts No. 5, Recog-
nition and Measurement in Financial Statements of Business 
Enterprises, 
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• Statement of Financial Accounting Concepts No. 6, Elements of 
Financial Statements, 
• APB Statement No. 4, Basic Concepts and Accounting principles 
Underlying Financial Statements of Business Enterprises, 
• Accounting Research Bulletin (ARB) No. 45, Long-Term Construc-
tion-Type Contracts, 
• Statement of Position (SOP) 81-1, Accounting for Certain 
Construction-Type and Certain production-Type Contracts, 
• AICPA Audit and Accounting Guide, Construction Contractors, 
• FASB Invitation to Comment, Accounting for Service Trans-
actions, and 
• SEC Accounting and Auditing Enforcement Release No. 108. 
Relevant passages are included in the attached appendix and are also 
cited in the discussion. 
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ISSUES 
18. The basic issues are when to recognize revenue from software 
licensing fees, contracts to develop software, postdelivery customer 
support services, and data services. Some of the subissues pertain to 
the measurement of revenue. The following chart summarizes the issues: 
BASIC 
TRANSACTIONS 
THRESHOLD ISSUES OTHER ISSUES 
1. Licensing of 
off the shelf 
products 
2. Products 
accompanied by 
significant 
other vendor 
obiigations 
3. Postdelivery 
customer support 
services 
4. Data services 
transactions 
When does an exchange 
occur? 
Issue 1 
a. Modified terms-
Issues 1A, 1B, 
1C, 1D, 2, 2A, 6, 
b. Pricing/realization-
Issues 2B, 3, 4, 
5, 5A 
Should the percentage-of-
completion method of 
accounting be used? 
Issue 7 
Should segmentation criteria 
in SOP 81-1 be applied? 
Issue 8 
When should revenue from 
PCSS be recognized? 
Issue 10 
When should revenue 
be recognized for 
nonrefundable sub-
scription fees? 
Issue 11 
Issues 8A and 9 
Issues 10A and 10B 
When should revenue 
be recognized for 
the unused portion 
of minimum usage 
fees? 
Issue 12 
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19. Because of the variety of software marketing arrangements, the 
issues have been organized to consider the effects of the following on 
the timing of revenue recognition: 
• Vendor performance obligations. For example, whether recogni-
tion of license revenue should be deferred until the product 
is installed if the vendor has agreed to install the software. 
• Pricing. Fixed, variable, or a combination of both. 
• Contract accounting issues. For example, whether contracts 
that require the performance of several acts should be seg-
mented. 
• Postdelivery customer support services (PCSS). For exam-
ple, problems peculiar to separate contracts for postdelivery 
customer support services, commonly referred to in the indus-
try as maintenance* contracts, and to services provided with 
software products. 
• Data services. issues related to revenue recognition for 
nonrefundable subscription fees and minimum usage fees. Some 
of these issues are related to performance and contract is-
sues. 
*PCSS are generally referred to in the software industry as mainte-
nance and the term has become a term of art. That term is broader 
than the way it was defined in FASB Statement No. 86. Maintenance is. 
not used in this issues paper because it may be confused with hardware 
maintenance and because its meaning varies from company to company. 
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Recognition Points 
20. Possible points for software revenue recognition include contract 
signing, deliverability, delivery, installation, acceptance, time of 
obligation to pay (billable), billing, and payment. Also, revenue may 
be recognized over time or by following the principles for contract 
accounting. 
21. The task force considered all of those alternatives. It rejected 
payment, because under generally accepted accounting principles that 
point is acceptable only if there is serious concern as to collecti-
bility of the receivable. It also rejected billing, because the act 
of billing may be done at many different times at the discretion of 
the software company and it may not represent a point at which the 
transaction has been completed. 
Definitions 
22. For the purpose of this issues paper, these terms, which are 
related to the threshold issues, are used with the following meanings: 
Licensing. Granting the right to use but not to own software by 
a variety of arrangements, such as leases, licenses, and install-
ment sales. 
Delivery. A transfer of software to a buyer under license, 
accompanied by documentation, which is normally delivered to the 
licensee. It includes the following: 
• A physical transfer of tape, disk, integrated circuit, or 
other medium; 
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• Transmission by telecommunications; or 
• Making available to the licensee software that will not 
be physically transferred. 
Deliverable. Capable of delivery, except that the product to be 
delivered may have to be reproduced from an existing product 
master or may require other routine activities to make it phys-
ically available. 
Other vendor obligations. Obligations, other than delivery of 
software, for which the vendor's ability to discharge is reason-
ably assured. Those obligations may include duties to deliver 
hardware and product customization. A vendor may also be obli-
gated to provide 
• Data conversion, that is, changing data from one form of 
presentation to another or from one physical recording 
medium to another so it is compatible with another sys-
tem; 
• Interfaces, that is, hardware components used to link two 
devices or a portion of information storage or registers 
accessible by two or more computer programs; 
• System integration, that is, organizing data on a syste-
matic and correlated basis throughout a given area of 
interest to minimize the need for interface arrangements 
between successive operations; or 
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• Porting, that is, translating a computer program from one 
machine language to another machine language so that 
software designed to operate on one kind of hardware will 
be compatible with another kind of hardware. 
Obligations may range from incidental to significant. 
Postdelivery customer support services. Activities undertaken 
after the product has been delivered to the customer to support 
the customer's use of the product through routine services gen-
erally available to all buyers of PCSS contracts. Those activi-
ties include, but are not necessarily limited to, correction of 
errors or keeping the product updated with current information. 
Those activities may, but need not necessarily, include enhance-
ments of the product. 
Vendor Performance 
23. These are the threshold issues in revenue recognition for licen-
sing of software: 
1. Should a license to use software be accounted for as a 
sale of a product or the sale of a right to use the product? 
2. Should a requirement for the vendor to do something signifi-
cant in addition to delivering the software affect the timing 
of revenue recognition on the licensing of software? 
24. In addressing those issues, the task force considered the simplest 
licensing arrangement first, then added other factors that might 
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affect revenue recognition. Thus, Issue 1 refers to a simple licen-
sing arrangement that includes no other vendor obligations or customer 
acceptance criteria. Subsequent issues add complexities and varying 
levels of other vendor obligations, such as nonroutine installation 
and customer acceptance. The levels of other vendor obligations are 
defined as follows: 
• Incidental. An obligation that, if valued separately, would 
account for less than five percent of the contract price, and 
• Significant. An obligation that, if valued separately, would 
account for 15 percent or more of the contract price. 
The following flowchart illustrates how the level of other vendor 
obligations may affect revenue recognition: 
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Issues Dealing with Software 
License Contracts with End Users 
25. The simplest licensing arrangement is considered in Issue 1: XYZ 
Software Company licenses or leases software to an end user. The 
software is deliverable, that is, nothing further needs to be done to 
complete or modify it before delivery, though it may be necessary to 
duplicate a delivery copy from a product master. The immediate right 
to use is conveyed by the license, but the software may not be de-
livered when the contract is signed. The vendor's only remaining duty 
is to deliver the software as soon as possible. Collectibility of 
licensing fees is reasonably assured. 
ISSUE 1: If 
• Collectibility is reasonably assured; 
• The software licensee is an end user; 
• At the time the contract is signed, the software is 
deliverable (as defined in paragraph 22) and the 
vendor is obligated only to deliver the software as 
soon as possible; 
• The end user is prepared to accept immediate de-
livery unconditionally; and 
• There are no other vendor obligations; 
should revenue from software licensing fees be recognized 
on contract signing or when the product is delivered? 
-18-
Contract Signing 
26. Some believe that an exchange occurs when a contract is signed if 
the software is deliverable and no vendor obligations other than 
delivery remain unfilled under the contract. Under such circumstances, 
they believe that delivery is incidental and should not control ac-
counting for the transaction. They argue that under a software li-
cense or lease, a product is not sold but a right is granted to use an 
intangible asset? thus, revenue recognition standards for product 
sales do not apply. proponents of revenue recognition at contract 
signing consider licenses for use of software to be similar to license 
agreements to use films for television program material. They note 
that paragraph 7 of FASB Statement No. 53, Financial Reporting by 
Producers and Distributors of Motion Picture Films, states that 
delivery of an existing print of a previously accepted film is insig-
nificant and should not delay revenue recognition if all other cri-
teria for recognition have been met. 
27. Proponents observe that it is unlikely that a software vendor 
would fail to deliver software that is deliverable once a contract is 
signed. They further point out that the contract grants the licensee 
the right to use the software and to enforce delivery by the licensor. 
Also, all costs to produce and market the product have been incurred 
by then, so that delivery is not a key event in the vendor's earnings 
process. Further, they believe delivery may be subject to management's 
discretion. For example, management may contact customers and ask 
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them to accept or defer delivery, thereby controlling the timing of 
revenue recognition. They believe an objectively determinable ex-
change occurs at contract signing, namely, the exchange of an obli-
gation to deliver the software for a promise to be paid a licensing 
fee. 
28. Some also argue that the measurement of economic earnings 
should be the focus of the discussion and that the objectives of 
financial reporting are not served when reported earnings do not 
present the economics of the company's earnings process. They observe 
that under FASB Statement No. 86, much of the cost incurred to develop 
software is charged to expense when incurred. Thus, the longer reve-
nue recognition is delayed, the more likely that revenues would not be 
matched soundly with costs and that reported earnings would be a 
conglomeration of unrelated revenues and expenses. 
29. They also observe that recognition at delivery is often advocated 
because it is conservative, but, because delivery of software is so 
simple—the salesperson hands the diskette to the customer or the 
software is delivered by telephone—the product can be and, in prac-
tice, often is delivered when the contract is signed. They also 
observe that relevance and reliability, not conservatism, are the 
cornerstones of generally accepted accounting principles. 
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Delivery 
30. Others believe revenue should not be recognized when the contract 
is signed because most existing accounting practice precludes accoun-
ting entries for executory contracts that comprise exchanges of off-
setting promises. In their view, the granting of a license has no 
substance without delivery of the software. 
31. They argue that transfers of rights to use software by licenses 
rather than outright sales result from the needs of vendors to protect 
themselves from unauthorized duplication of the products, but that 
that legal distinction should not cause accounting for revenue from 
software products to differ from revenue recognition for the sale of 
any other product. They believe that though an exchange of rights 
occurs when the contract is signed, the contract is no more than a 
firm purchase order until the vendor delivers. 
32. Proponents of revenue recognition at delivery consider licensing 
of software to be in substance the sale of a product and note that 
revenue from sales of products is generally recognized at delivery, 
because that is when the revenue has been earned as required in para-
graph 83 of FASB Statement of Financial Accounting Concepts No. 5. 
They also believe that the computer software industry does not differ 
from other industries in that regard and that its method of recog-
nizing revenue should also therefore not differ. 
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33. Those who hold that view believe that though a contractual ar-
rangement may indicate otherwise, delivery and not contract signing 
triggers a customer's obligation to pay. They believe that earlier 
payments are in effect deposits, and that the longer the time is 
between contract signing and delivery the greater is the risk that the 
exchange will not occur. 
34. They also believe the analogy to FASB Statement No. 53 is un-
satisfactory. The basic criteria in that Statement, which apply to 
films licensed to television, are availability and acceptance. They 
were designed to avoid manipulation of the timing of revenue recog-
nition in that industry. Delivery may well be insignificant if the 
film can be delivered and the fact that it has not been delivered does 
not prevent the licensee from obtaining and using the film when he 
wishes to use it. However, the software license discussed in this 
issue is intended for immediate delivery; if it is delivered imme-
diately, availability and acceptance criteria similar to those in FASB 
Statement No. 53 are met. Because it is assumed in this issue that 
the licensee is prepared to accept immediate delivery, the reason the 
software is not delivered immediately must be because the vendor 
needs additional time between contract signing and delivery to make 
the software available, and the criteria of availability and accep-
tance in FASB Statement No. 53 have not been met. Thus, though that 
Statement may be useful as a reference point, they hold that the 
delivery of a film for television is not analogous to the delivery of 
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a software product. 
ADVISORY CONCLUSION: Revenue from software licensing fees should be 
recognized at delivery provided that 
• Collectibility is reasonably assured; 
• The software licensee is an end user; 
• At the time the contract is signed, the software is 
deliverable and the vendor is obligated only to deliver 
the software as soon as possible; 
• The end user is prepared to accept immediate delivery, 
unconditionally; and 
• There are no other vendor obligations (13 yes, 1 no, 1 
absent). 
35. Issue 1 deals generally with software sold as a package ready for 
immediate use. However, even for off the shelf deliverable software 
there may be other vendor obligations that range from incidental to 
significant. Subissues 1A to 1C consider the effect of varying levels 
of other vendor obligations on the timing of revenue recognition. 
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SUBISSUE 1A: If collectibility is reasonably assured, the software 
licensee is an end user, the software has been de-
livered, and the remaining other vendor obligations are 
incidental, should revenue be 
• Recognized on delivery and remaining costs ac-
crued or a pro rata portion of revenue deferred 
until performance or 
• Delayed until completion of performance? 
Completion of Performance 
36. Some believe that a vendor should defer recognizing revenue 
until completion of performance because they believe that the earnings 
process is not complete until the vendor has completed performing on 
the contract. They also argue that an exchange has not taken place 
because the customer cannot use the software until all performance has 
been completed. Proponents of this view refer to the discussion on 
the completed performance method in the FASB'S October 23, 1978, 
Invitation to Comment, Accounting for Service Transactions, which 
states that 
[i]f services are performed in more than a single 
act, the proportion of services to be performed in 
the final act may be so significant in relation to 
the service transaction taken as a whole that 
performance cannot be deemed to have taken place 
until execution of that act. Revenue should be 
recognized when that act takes place. 
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Delivery 
37. Others argue that a vendor should recognize revenue on delivery 
even if the there are incidental other vendor obligations, because the 
vendor has substantially completed its obligations and an exchange 
has substantially taken place. They point to paragraph 52 of SOP 81-1, 
which states that "a contract may be regarded as substantially com-
pleted if the remaining costs and potential risks are insignificant in 
amount." That paragraph further states that "[c]ircumstances to be 
considered in determining when a project is substantially completed 
include, for example, delivery of the product, acceptance by the 
customer, departure from the site, and compliance with performance 
specifications." Additionally, they believe that based on the con-
cepts discussed in FASB Statement of Financial Accounting Concepts No. 
5, paragraph 83b, the earnings process is substantially complete when 
the software is delivered. They further believe that recognizing reve-
nue on delivery is consistent with the discussion in Accounting for 
Service Transactions, quoted in paragraph 36 above, because the final 
act, that is, performance of other vendor obligations, is not signifi-
cant in relation to the transaction. 
38. Those who support revenue recognition on delivery in Issue 1 argue 
that the computer software industry does not differ from other indus-
tries and that revenue recognition practices also should not differ. 
They believe that consistent with accounting practices in other indus-
tries, a pro rata portion of revenue for the remaining tasks should be 
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deferred or costs related to remaining obligations should be accrued. 
(Postdelivery customer support services arrangements included in the 
basic agreement are discussed in Issues 10 to 10B.) 
ADVISORY CONCLUSION: Revenue should be recognized on delivery and 
remaining costs accrued or a pro rata portion of revenue deferred 
until completion of performance if collectibility is reasonably as-
sured, the software licensee is an end user, the software has been 
delivered, and the remaining other vendor obligations are incidental 
(12 yes, 2 no, 1 absent). 
SUBISSUE 1B: If collectibility is reasonably assured, the software 
licensee is an end user, and other vendor obligations 
are more than incidental but less than significant, 
should revenue be recognized 
• On delivery and remaining costs accrued or a pro 
rata portion of revenue deferred until completion 
or 
• Only on completion of the other vendor obligations? 
Delivery 
39. Some believe that deferral of all revenue until completion of all 
other vendor obligations results in undue deferral of revenue recogni-
tion, because revenue earning activities occur over a period of time 
before completion. Unless there are significant uncertainties about 
the vendor's ability to complete or estimate costs of completion, they 
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believe the timing of revenue recognition should be matched with the 
timing of the underlying revenue earning activity. 
40. Those who support recognizing revenue on delivery and accruing 
remaining costs or deferring a pro rata portion of revenue until 
completion cite as support the arguments in paragraph 38. 
Completion of Performance 
41. Some argue that recognition of all revenue and related costs 
should be deferred because the final act of performing the other 
vendor obligations is so significant to the customer's use of the 
software as to require such deferral. They argue that this accounting 
treatment is consistent with the completed performance method dis-
cussed in the FASB's Invitation to Comment, Accounting for Certain 
Service Transactions. In addition, some who would favor recognition 
at delivery argue that the product has not been delivered if signif-
icant installation efforts remain or if the customer has not accepted 
the software. 
ADVISORY CONCLUSIONS Revenue should be recognized on delivery and 
remaining costs accrued or a pro rata portion of costs deferred until 
completion if collectibility is reasonably assured, the software 
licensee is an end user, and other vendor obligations are more than 
incidental but less than significant (9 yes, 5 no, 1 absent). Five 
AcSEC members believe revenue should be recognized on the completion 
of other vendor obligations. 
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SUBISSUE 1C: If collectibility is reasonably assured, the software 
licensee is an end user, and the contract provides for 
customer acceptance terms that are other than the ven-
dor's specifications or creates significant other ven-
dor obligations that are not separable from the soft-
ware license and will be performed after delivery, 
should all revenue be recognized on delivery? 
Yes 
42. Some believe all revenue should be recognized on delivery if 
similar products have been successfully installed in the past or 
customer acceptance is probable based on past experience. If so, they 
believe the probability that the final acts will be completed justi-
fies recognizing revenue at delivery. 
No 
43. Some believe that at least some or all revenue should be deferred 
until the software has been completely installed, because the earnings 
process is not complete until then. They believe that until the 
software has been installed there is no assurance of customer accep-
tance of the software modifications. 
44. Others who oppose revenue recognition at delivery argue that 
delivery of the software itself is an unreliable measure of completion 
of the vendor's obligations, because delivery is incidental to the 
contract. For example, the product may be installed at the vendor's 
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site. 
ADVISORY CONCLUSION: Not all revenue should be recognized on delivery 
if collectibility is reasonably assured, the software licensee is an 
end user, and the contract provides for customer acceptance terms that 
are other than the vendor's specifications or creates significant 
other vendor obligations that are not separable from the software 
license and that will be performed after delivery (14 yes, 1 absent). 
45. The method of accounting for contracts requiring significant 
vendor obligations is discussed in the section on contract accounting. 
46. Installation of certain software may be delayed because other 
parts of the system, either hardware or software, must be on hand or 
installed before the software can be installed. For those reasons or 
other reasons, the customer may ask the vendor to defer delivery of 
the software. Thus, the following subsidiary issue needs to be addres-
sed: 
SUBISSUE 1D: If delivery is deferred solely at the customer's re-
quest, collectibility is reasonably assured, the soft-
ware licensee is an end user, there are no other vendor 
obligations, and the product is deliverable, should 
revenue be recognized when the contract is signed, when 
the product is delivered, or when substantive delivery 
has occurred? 
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Contract Signing 
47. proponents of recognition at contract signing in issue 1 believe 
that delivery is incidental and advocate recognition of revenue when 
the contract is signed, consistent with their arguments in Issue 1. 
48. Some who advocate recognition at delivery in Issue 1 would favor 
recognition at contract signing in this situation. They point out 
that if revenue recognition is influenced by factors not under the 
vendor's or customer's direct control, revenue recognition might be 
unduly delayed. They believe that a buyer's request to delay delivery 
indicates that the buyer has exercised a form of control over the 
software product, thus providing evidence of an exchange of economic 
rights, and that once delivery is deferred at the customer's request, 
it is trivial to the sale. 
49. They hold that a request to delay delivery because the customer 
is not prepared to use the product though it has accepted the product 
is irrelevant to the earnings process and should not delay revenue 
recognition. They believe the key reason for recognizing revenue is 
that the vendor is prepared to deliver the product. 
50. Proponents argue further that this situation is analogous to 
bill and hold in product sales. Bill and hold sales are not specifi-
cally addressed in GAAP, but International Accounting Standard (IAS) 
18, Revenue Recognition, discusses bill and hold in an appendix that 
illustrates how the IAS would apply. It states: 
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"Bill and hold" sales, i.e., delivery is delayed 
at buyer's request but buyer takes title and ac-
cepts billing. Revenue should be recognized not-
withstanding that physical delivery has not been 
completed so long as there is every expectation 
that delivery will be made. However, the item 
must be on hand, identified and ready for delivery 
to the buyer at the time the sale is recognized 
rather than there being simply an intention to 
acquire or manufacture the goods in time for de-
livery. 
Similar criteria for bill and hold transactions are also set forth in 
the SEC's Accounting and Auditing Enforcement Release No. 108. 
51. Those who favor revenue recognition at contract signing under 
those circumstances believe that the bill and hold concept applies to 
a customer's request to delay delivery of software, because the es-
sence of the bill and hold concept is that the customer has accepted 
the product but prefers, for whatever reason, to delay delivery. They 
further believe that though delivery may be a reasonable requirement 
for a packaged product, which is sold individually, it is an excessive 
requirement for a product that is to be part of a larger system. 
Delivery 
52. Proponents of revenue recognition when the product is delivered 
believe that the arguments in this issue are essentially the same as 
those in Issue 1. Those who advocate using the delivery date in Issue 
1 point out that if a customer does not request delivery of a deliver-
able tangible product under a firm purchase order, recognition of 
revenue is deferred until shipment. They believe the issue here is no 
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different. They believe that contractual provisions for deferred 
delivery dates should not affect when revenue is recognized and that 
an exchange should be recognized only at delivery. They point out that 
customers often arrange for deferred delivery to secure a more favor-
able price than may be available at the time of delivery. Also, if a 
software product is updated between contract signing and delivery, the 
vendor normally delivers an updated version, which would not have 
been available at normal contract signing. 
53. They argue further that the bill and hold analogy should not 
apply to software, because they believe it applies more to tangible 
products for which the buyer lacks the physical facilities to accept 
delivery and the vendor segregates the product pending receipt of 
instructions to deliver. They argue that a customer would always have 
the physical facilities to accept delivery of software, even if he 
cannot install it currently. They also believe that reference to 
customer convenience may be subjective and subject to manipulation. 
Substantive Delivery 
54. Substantive delivery is defined for the purpose of this issues 
paper as the last date on which all of the following tasks are accom-
plished : 
• Specific acknowledgment of deferred delivery instructions by 
the customer; 
• A specific copy of the software product for delivery is pre-
pared, segregated by the vendor, designated for delivery to 
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the customer, and can be delivered immediately at customer 
request; 
• The amounts due for the product are billable; 
• Payment terms are normal and the timing of required payment 
does not depend on physical delivery of the software product; 
and 
• The effective date of postdelivery customer support services 
sold with the software product has begun. 
The fact that the vendor may ultimately furnish the customer with a 
later version of the software product that has been updated for chan-
ges under the PCSS contract would not void compliance with those 
conditions. 
55. The arguments for revenue recognition on substantive delivery are 
essentially the same as those discussed in paragraphs 47 to 51 and. 
include the following additional arguments. Those who support this 
position argue that the criteria for substantive delivery are suffi-
ciently objective so that they are not subject to manipulation. Bill 
and hold with recognition of revenue exists in other industries and 
should not be precluded from being used for software products if based 
on adequate criteria. Under the criteria specified in paragraph 54, 
an exchange has occurred in substance and the actual location of the 
software should not affect the vendor's recognition of revenue for 
that product. 
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56. The arguments against revenue recognition on substantive delivery 
are essentially the same as those discussed in paragraphs 52 and 53. 
ADVISORY CONCLUSION: Revenue should be recognized when substantive 
delivery has occurred, if delivery is deferred solely at the cus-
tomer's request, collectibility is reasonably assured, the software 
licensee is an end user, there are no other vendor obligations, and 
the product is deliverable (8 yes, 6 no, 1 absent). Five AcSEC mem-
bers believe revenue should be recognized when the software product is 
delivered. 
Issues Dealing with Contractual Pricing 
Terms on License Contracts with Non-End Users 
57. Issue 1 and Subissues 1A through 1D deal with software licenses 
directly to end users. In addition to licensing software to end 
users, software companies may sell licenses to non-end users, such as 
distributors, retailers, or original equipment manufacturers (OEMs), 
to distribute or to reproduce and distribute copies of the software. 
The task force therefore considered whether the conclusions for Issue 
1 and Subissues 1A through 1D should also apply to licenses of soft-
ware to non-end users. 
58. Software distribution involving non-end users occurs in three 
ways: 
• All copies of the software are made by the vendor and trans-
ferred to the non-end user on a price per unit basis for 
ultimate transfer to the end user. 
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• The non-end user is granted a license to reproduce and distri-
bute the software. The vendor may charge a fixed or variable 
fee or a combination of both. The license may be unlimited or 
may be for a fixed time period or a fixed number of copies. 
• The vendor may grant a license similar to a license to repro-
duce, except that the vendor may copy the software because he 
has reserved that right to himself or because the holder of 
the license reserved the right to require the vendor to make 
the copies. 
59. A license to a non-end user may differ substantively from a 
license to an end user because of the nature of the right conveyed. 
As a result, the task force addressed the basic issue of timing of 
revenue recognition for licenses to non-end users. That issue is 
similar but not identical to Issue 1 for licenses to end users. Fur-
ther, pricing terms for transactions with non-end users differ from 
those for transactions with end users and result in additional issues, 
which are discussed in Issues 2 to 5A. 
60. Licenses with non-end users vary from a right to make unlimited 
copies for an unlimited period of time to short-term licenses to 
distribute copies that can be made only by the vendor. Delivery, as 
used in the following issues, refers to delivery of the product master 
or the first copy if the product master is not to be delivered. If 
the license permits the licensee to make unlimited copies of the 
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software and entails no other vendor obligations or customer accep-
tance requirements, revenue would be recognized at delivery, based on 
the conclusion to Issue 1. 
61. Pricing terms raise issues to be addressed in addition to vendor 
performance issues. Software license contracts may contain a number 
of pricing terms. In particular, licenses to reproduce, sublicense, 
or redistribute software may contain contractual terms that provide 
for the licensee's payment of only a fixed fee, a fixed fee plus 
royalties based on criteria such as volume or time, or minimum royal-
ties. Other pricing terms may include deferred payment periods and 
cancellations at the option of customers. Some licenses have fixed 
fees or minimum royalties that are small in relation to anticipated 
total payments under the contracts. Under other licenses, such pay-
ments are the entire amount the vendor expects to receive, but the 
vendor retains the right to receive additional amounts if the pro-
duct's success exceeds expectations. The issues considered below 
discuss the accounting for nonrefundable fixed fees under various 
conditions. 
62. Many of the issues related to variations in pricing terms are 
similar to issues in other industries. However, practice is suffi-
ciently diverse and the differences in reported results are so sig-
nificant that the task force believes it is necessary to address these 
issues. 
-36-
ISSUE 2: If the software is deliverable and the license fee is fixed 
and has been paid, should revenue on a sale of a license to 
reproduce and distribute software that is unlimited as to 
time and quantity be recognized on contract signing, deli-
very of the software master or first copy, or over the 
estimated period of use by the licensee? 
Contract Signing 
63. Some believe that an exchange occurs at contract signing, because 
at that point the seller contractually delivers to the buyer the right 
to reproduce the software. That right is substantive, as pointed out 
in paragraph 18 of FASB Statement No. 50, Financial Reporting in 
the Record and Music Industry, which states that "[l]icense agreements 
are modifications of the compulsory provisions of the copyright law." 
Also, recent successful lawsuits by software vendors against violators 
of reproduction restrictions lend further support to the view that 
rights to reproduce software have economic substance apart from the 
software. Finally, reproduction rights are often sold separately from 
the right to use the product. In fact, some buyers of the right to 
reproduce may have already bought a license to use the software. 
64. Those favoring revenue recognition at contract signing point to 
the revenue recognition requirements in the record and music industry 
and the film industry as precedents. 
-37-
Delivery 
65. Others oppose revenue recognition at contract signing because 
they believe the sale of a right to reproduce has no substance without 
delivery of the software product master or first copy. They would 
delay recognition of revenue until delivery of the software product 
master or first copy because they believe that until then the contract 
is executory. Their arguments are essentially the same as those in 
Issue 1. 
66. They further observe that accrual of revenue only on delivery is 
consistent with paragraph 7 of FASB Statement No. 50, Financial Repor-
ting in the Record and Music Industry, which states that 
[a] license agreement may be, in substance, an 
outright sale. If the licensor has signed a non-
cancelable contract, has agreed to a fixed fee, 
has delivered the rights to the licensee who is 
free to exercise them, and has no remaining sig-
nificant obligations to furnish music or records, 
the earnings process is complete and the licensing 
fee shall be reported as revenue if collectibility 
of the full fee is reasonably assured. (Emphasis 
added.) 
They observe that if the furnishing of music or records is essential 
for the licensee to exercise his right, it would be considered a 
significant remaining obligation and revenue would be deferred. Sim-
ilarly, if delivery of a source code or a master copy of the software 
is essential for the licensee to exercise his right, revenue recog-
nition should be deferred. 
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67. Those who favor revenue recognition on delivery counter the 
arguments of those who favor recognition over the period of use by 
arguing that an exchange has occurred at delivery of the first copy or 
product master and the earnings process is then complete. Further, 
they believe that it is not the licensor's concern whether the licen-
see uses the license. They note that in no other industry does the 
customer's use of the product affect the vendor's revenue recognition 
practices. If the licensee has a loss as result of his inability to 
sell the product, collectibility may be an issue if the license fee 
has not been paid, but not the timing of revenue recognition. Fur-
ther, because the period of use is not limited under the license, 
determining the period for accounting purposes would be imprecise and 
too subjective for use as a reliable measure for accounting purposes. 
Over the Period of Use 
68. Others would recognize the revenue over the estimated period the 
licensee is expected to use the software. They argue that revenue 
should be recognized over the period of benefit and that that treat-
ment is similar to accounting for films licensed to movie theaters, as 
discussed in FASB Statement No. 53. 
ADVISORY CONCLUSION: Revenue on the sale of a license to reproduce 
and distribute software that is unlimited as to time and quantity 
should be recognized on delivery of the software master or first copy 
if the software is deliverable and the license fee is fixed and has 
been paid (14 yes, 0 no, 1 absent). 
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SUBISSUE 2A: If the licensor is required to, retains the right to, 
or may be required to reproduce the software; reproduc-
tion charges will cover at least the costs of reproduc-
tion; and if collectibility is reasonably assured, 
should revenue on a license to reproduce software of 
the kind discussed in Issue 2, be recognized on deli-
very of the software master or first copy or be defer-
red? 
Delivery 
69. Many vendors insist on duplicating the software to maintain qual-
ity control or to protect software transmitted by telecommunications. 
Some believe that a vendor's insistence on making copies should not 
affect the point of revenue recognition. They argue that duplication 
is a minor step and that revenue is therefore earned before such 
copies are produced. They believe that the licensor has in substance 
sold marketing rights. Further, though reproduction and delivery of 
the software may be important to the licensee's use of the rights, the 
license to distribute and the agreement to reproduce are separable 
transactions, and the existence of the contract to reproduce should 
not cause revenue recognition to be deferred on the sale of the mar-
keting rights. 
70. Some believe that revenue should be recognized on delivery of the 
software master or first copy because they argue that the act of 
reproducing the software does not affect whether revenue is earned. 
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They further note that reproduction is essentially an accommodation 
unrelated to the licensing transaction. In addition, they argue that 
it is uncertain whether the licensee would even ask the vendor to 
reproduce the software, thereby making the measurement of revenue to 
be deferred uncertain. 
Deferred 
71. Others argue that a vendor's insistence on making copies creates 
an ongoing obligation for the vendor, which indicates that revenue 
from such licenses should be deferred and recognized on the percen-
tage-of-completion method. They believe that method is suitable be-
cause reasonable estimates of results and reliable measures of pro-
gress are available. Though such licenses usually entail rights to an 
unlimited number of copies instead of to a finite number of copies, 
proponents observe that software products have limited lives, pro-
viding a basis for percentage-of-completion calculations. 
72. Some believe that a vendor's insistence on making copies creates 
a significant measurement uncertainty, because under an unlimited 
license the total number of copies to be made is uncertain and pre-
cludes estimates of results and measures of progress. They therefore 
believe a completed-contract approach should be used and the vendor 
should not recognize revenue until his obligation under the contract 
appears to be substantially complete, because all copies have been 
furnished under the provisions of the contract or because the product 
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has become obsolete. Reproduction costs should be capitalized at 
contract signing or delivery of the first copy if the licensing fee is 
not specified or does not cover the costs. 
73. Still others believe the possibility that the vendor may copy the 
software should cause revenue recognition to be deferred, because it 
creates an ongoing involvement for the vendor and a significant uncer-
tainty as to when revenue will be earned. 
ADVISORY CONCLUSION: Revenue should be recognized on delivery of the 
software master or first copy if the licensor is required to, retains 
the right to, or may be required to reproduce the software, reproduc-
tion charges will cover at least the costs of reproduction, and col-
lectibility is reasonably assured (11 yes, 1 no, 2 abstain, 1 absent.) 
74. Some licensing contracts with non-end users that require fixed 
payments have payment terms that extend over periods that are short in 
relation to the licensees' use of the products, while others have 
payment terms that extend over the entire periods over which the 
licensees are expected to use the products. Collection issues may 
result from extended payment terms, either because of questions as to 
contract enforceability, the licensee's credit rating, or the licen-
sor's reluctance to pursue collection in the interest of continuing a 
business relationship with the licensee. 
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SUBISSUE 2B: If there are deferred payment terms for an arrangement 
of the kind discussed in Issue 2 and Subissue 2A, 
should revenue be recognized on delivery of the soft-
ware master or first copy, deferred until payable by 
the customer, or recognized based on specific circum-
stances as discussed in paragraphs 78 and 79? 
Delivery 
75. Some believe that this issue does not differ from other issues on 
collectibility of receivables and should affect revenue recognition 
only if there are significant collection questions based on an evalu-
ation of all the relevant factors. They believe that an exchange has 
occurred at delivery of the first copy or product master and the 
earnings process is complete then. Further, they believe it is not 
the licensor's concern whether the licensee uses the license. They 
note that the customer's use of the product does not usually affect 
the vendor's revenue recognition practices for fixed payments. 
Deferred 
76. Others believe that the existence of a significant period of time 
between contract signing or delivery and the time of payment or use of 
the license by the licensee creates a significant uncertainty that 
should affect when revenue is recognized. They believe fixed payments 
in substance become variable payments based on when the licensee uses 
the product and should be accounted for as such. They observe that 
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many licensees that are OEMs or distributors depend on distribution to 
end users to provide the cash to make fixed payments and that there-
fore receipt of payments is economically contingent on the licensees' 
success in distributing the product. 
77. Still others believe fixed fees should be prorated and amortized 
unless fees are paid or secured by letters of credit or similar 
instruments. Though that is rare in the industry, they believe that 
the total amount of fees should be recognized immediately if such 
instruments are used. 
Based on Specific Circumstances 
78. Some believe the decision of whether to recognize revenue on 
delivery under arrangements discussed in Issue 2 should be made based 
on each set of specific circumstances. They believe revenue should 
generally be recognized on delivery of the product master or first 
copy of the software. However, they believe that risks of 
collection associated with deferred payment terms should not be 
ignored, though they oppose establishment of arbitrary recognition 
guidelines based on cash receipts for all contracts involving deferred 
payments. They believe the preparer and auditor should look to the 
business intent of the vendor and licensee and to the economic 
substance of the transactions in addition to the contractual 
obligations. 
79. They believe that the following factors, among others, should 
affect the point of revenue recognition: 
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• Intent of fixed obligation. Factors such as business 
practices, the licensee's operating history, competitive 
pressures, formal or informal communication, or other factors 
indicate that payment may be contingent on the licensee's 
success or distribution of individual units of the product and 
revenue recognition may need to be deferred. 
• Pricing. Uncertainties as to the potential number of copies 
to be sold by the licensee because of such factors as the 
newness of the product or marketing channel, competitive 
products, or dependence on the market potential of another 
product offered by the licensee, may indicate that the 
probability of or potential for profit cannot be determined at 
the time of contract negotiation. If so, revenue recognition 
should be deferred until the vendor can reasonably determine 
that the transaction is viable for both parties or that the 
licensee is willing and capable of honoring the fixed 
commitment. 
• Collectibility is reasonably assured. Licensees, such as new 
or undercapitalized distributors or companies in financial 
difficulty, generally cannot demonstrate an ability to honor 
the commitment without receiving cash from distributing the 
licensed product. If so, revenue should be deferred until 
collectibility is reasonably assured. 
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ADVISORY CONCLUSION: Revenue should be recognized based on the spe-
cific circumstances discussed in paragraphs 78 and 79 (11 yes, 3 no, 1 
absent). Three AcSEC members believe revenue should be deferred until 
payable by the customer if there are deferred payment terms for ar-
rangements of the kind discussed in Issue 2 and Subissue 2A. 
ISSUE 3: If collectibility is reasonably assured, should revenue on a 
license to reproduce and distribute copies in limited quan-
tities or for a limited period of time for a nonrefundable 
fixed fee be recognized on delivery of the software master 
or first copy or should its recognition be deferred? 
Delivery 
80. Some observe that the results would be anomalous if revenue from 
licenses to produce unlimited copies were recognized immediately, but 
revenue from licenses with certain restrictions, which may be for the 
vendor's benefit, were recognized at later dates using a percentage of 
completion method. They therefore believe revenue from a license to 
reproduce copies in limited quantities or for a limited period of time 
should not be accounted for differently from revenue for a license 
that permits the licensee to reproduce without such restrictions. 
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Deferred 
81. Others believe revenue recognition on a license to reproduce 
copies in limited quantities or for a limited period of time should be 
deferred because the agreement provides sufficient information to 
warrant recognition using a percentage-of-completion method. They 
also argue that under that method revenue is matched to performance on 
the contract over time and that it follows practice for other long-
term contracts. They also point out that deferral of revenue recogni-
tion over time or the period of usage is consistent with revenue 
recognition for operating leases. 
ADVISORY CONCLUSION: If collectibility is reasonably assured, revenue 
on a license to reproduce and distribute copies in limited quantities 
or for a limited period of time for a nonrefundable fixed fee should 
be recognized on delivery of the software master or first copy (13 
yes, 0 no, 1 abstain, 1 absent). 
82. As stated above, contracts may have license fee terms that vary 
based on the passage of time and volume of usage. Those contracts may 
be with end users or non-end users. In practice, fully variable 
fees, which are fees based on the passage of time or volume of usage, 
are reported in revenue as earned and, if amounts cannot be estimated, 
revenues are reported when received. There is no problem in practice 
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in accounting for fully variable fees. However, a contract may 
require minimum fixed payments that are supplemented by variable 
payments, which begin immediately or after passage of a minimum period 
of time or volume of usage. Such contracts raise questions as to 
whether fixed fees on contracts that also provide for variable fees 
should be recognized immediately. 
ISSUE 4: If collectibility is reasonably assured, should revenue for 
nonrefundable fixed fees on software licenses be recognized 
on delivery of the software master or first copy if a con-
tract also provides for variable fees beginning with the 
licensee's use of the software product? 
Yes 
83. Some believe the existence of variable pricing terms generally 
should not affect the point of revenue recognition for fixed fees on 
software licenses. They argue that the fixed fee portion has been 
earned and the vendor has completed his obligations. 
No 
84. Those who oppose recognition of fixed fees immediately believe 
such fees should be deferred over the license term because they 
compare such fees to advances. They believe that the vendor has not 
earned the fees until the licensee has used the software. 
ADVISORY CONCLUSION: Revenue for nonrefundable fixed fees on 
software licenses should be recognized on delivery of the software 
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master or first copy if a contract also provides for variable fees 
beginning with the licensee's use of the software product (12 yes, 1 
no, 1 abstain, 1 absent). 
85. Under other contracts, a licensee may pay a fixed fee plus a 
variable fee that commences after a specified amount of time has 
passed or a specified volume of usage has been achieved. The payment 
may or may not be characterized as an advance license fee, but it is 
generally nonrefundable. In practice, (1) recognition of such fees is 
deferred and they are amortized similarly to advance royalties or (2) 
such fees are recognized as revenue immediately. 
ISSUE 5: If the contract provides for variable fees that begin after 
the license has been in effect a specified amount of time or 
a specified volume of usage has been achieved, should reve-
nue for nonrefundable fixed fees on software licenses be 
recognized on delivery of the software master or first copy 
or should they be deferred? 
Delivery 
86. Some believe nonrefundable fixed fees on software licenses should 
not be accounted for as advance royalties. They believe the issue 
relating to their recognition does not differ from the issue relating 
to accounting for other fixed payments discussed in Issue 3 and 
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should be resolved in a manner consistent with the conclusion to that 
issue. 
Deferred 
87. Others believe such payments are similar to or the same as 
advance royalties received. Under generally accepted accounting 
principles, their recognition is deferred and they are recognized as 
revenue as they are earned through the licensee's usage of the product 
or over the passage of time, whichever measure is more relevant. That 
treatment is consistent with paragraph 8 of FASB Statement No. 50, 
Financial Reporting in the Record and Music Industry, which states: 
A minimum guarantee may be paid in advance by a 
licensee. The licensor shall report such a mini-
mum guarantee as a liability initially and recog-
nize the guarantee as revenue as the license fee 
is earned under the agreement. If the licensor 
cannot otherwise determine the amount of the li-
cense fee earned, the guarantee shall be recog-
nized as revenue equally over the remaining per-
formance period, which is generally the period 
covered by the license agreement. 
88. Still others believe that if the amount of the fixed fee is small 
in relation to substantially all the revenue the vendor expects to 
receive from the licensee, it should be accounted for as an advance 
royalty so that a proportional share of the revenue is recognized over 
each period. Conversely, if the vendor does not expect variable 
payments to be significant, the payment is similar to a fixed payment, 
as discussed in Issue 3, and should be accounted for the same. 
-50-
ADVISORY CONCLUSION: Revenue for nonrefundable fixed fees on 
software licenses should be recognized on delivery of the software 
master or first copy if the contract also provides for variable fees 
that begin after the license has been in effect for a specified amount 
of time or a specified volume of usage has been achieved (10 yes, 4 
no, 1 absent). Four AcSEC members believe such revenue should be 
deferred. 
SUBISSUE 5A: Should a fixed minimum license fee that is payable 
based on the passage of time or the volume of usage, 
with the unpaid balance payable at a specified future 
date, be recognized on delivery of the software master 
or first copy, be deferred until payable by the cus-
tomer, or be recognized based on the specific circum-
stances discussed in paragraphs 78 and 79? 
Delivery 
89. Those who support revenue recognition on delivery of the 
software master or first copy believe that the effect on revenue 
recognition would not differ substantively if a fixed fee were 
characterized as a minimum guarantee. They argue that only the timing 
of the receipt of payments differs, which should not affect revenue 
recognition if realization is reasonably assured. They also point out 
that it is difficult to distinguish between a fixed fee and a minimum 
guarantee if the payment terms for the fixed fee extend over time. 
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Deferred 
90. Others argue that there is a legal difference between a fixed 
payment and a minimum guarantee and that it should be the deciding 
factor in the decision of when and how to recognize revenue. They 
believe that a minimum guarantee should be accrued only when it has 
been earned. 
Based on Specific Circumstances 
91. Still others believe the decision of when to recognize revenue if 
a fixed fee is characterized as a minimum guarantee should be made 
based on the specific circumstances discussed in paragraphs 78 and 79. 
They believe that revenue should generally be recognized on delivery 
of the software master or first copy. However, they believe fixed fees 
may not in fact be minimum guarantees if the payment schedule extends 
over the period during which the licensee has the right to use the 
software. Such a payment schedule increases the possibility that the 
vendor may be unable to enforce payment for legal reasons or because 
of the licensee's inability to pay. They also argue that the issues 
related to deferred payment terms are similar to those discussed in 
Subissue 2B and should be resolved consistently. 
ADVISORY CONCLUSION: Revenue should be recognized based on the 
specific circumstances discussed in paragraphs 78 and 79 if a fixed 
minimum license fee is payable based on the passage of time or volume 
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of usage with the unpaid balance payable at a specified future date 
(12 yes, 2 no, 1 absent). 
92. Though the paper deals primarily with noncancelable licenses, the 
task force also considered the accounting for cancelable licenses, 
which are discussed in Issue 6. 
ISSUE 6: Should revenue from cancelable licenses be recognized over 
the license term? 
Yes 
93. Some believe revenue from cancelable licenses should be 
recognized ratably over the license term. They believe that treatment 
is consistent with the customer's obligation to pay for only one 
monthly or periodic payment at a time. 
No 
94. Others believe revenue from cancelable licenses should be 
recognized immediately. They presume that the licenses will not be 
canceled during their terms and that, in the absence of contrary 
evidence, the licensee's ability to cancel the license should not 
change the point of revenue recognition. 
ADVISORY CONCLUSION: Revenue from cancelable licenses should be 
recognized over the license term (14 yes, 0 no, 1 absent). 
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Contract Accounting Issues 
95. The predominant practice in the computer software industry is to 
use the percentage-of-completion method for revenue recognition on 
software contracts that provide for significant vendor performance or 
customer acceptance of modifications of the vendor's ordinary specifi-
cations after delivery. Variations in the application of the method 
result from a lack of guidance in the accounting literature on how to 
implement the percentage-of-completion method and from differences in 
business practices of companies. The completed-contract method is 
used by few, and those do so because of circumstances that are unique 
to the companies or the products. Paragraph 32 of SOP 81-1 states: 
The completed-contract method is preferable in 
circumstances in which estimates cannot meet the 
criteria for reasonable dependability discussed in the 
section on the percentage-of-completion method or in 
which there are inherent hazards of the nature of those 
discussed in that section. An entity using the 
percentage-of-completion method as its basic accounting 
policy should depart from that policy and use the 
completed-contract method for a single contract or a 
group of contracts... in [those] circumstances.... 
96. Questions related to revenue recognition in contract accounting 
occur in these circumstances, among others: 
o Turnkey systems. A turnkey system is a total hardware and 
software solution to a customer's needs. Many such contracts 
define the solution in terms of performance criteria? others 
specify a basic hardware and software configuration. 
Significant customization of the software is almost always 
required. 
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• System integration. The vendor manages the packaging of 
resources as defined in paragraph 22. 
• Fixed-price software development. The customer defines the 
software solution and the vendor accepts the performance risk 
at a fixed price. 
There is generally a single contract. An agreement may be written as 
one contract with separate line items or as separate contracts for 
software, labor, and hardware, if applicable. Frequently, under its 
agreement with the hardware manufacturer, a software vendor can only 
sell hardware with software, and cannot sell the hardware separately. 
Such vendors are referred to as value-added dealers (VADs) or value 
added retailers (VARs). 
97. The task force considered the following revenue recognition 
alternatives, all of which are found in practice: 
• Accrue all revenue and related expenses at contract signing or 
delivery; 
• Accrue a percentage of revenue and profit attributed to the 
software generally at contract signing, with the balance 
accrued during or on completion of installation and acceptance 
(percentage-of-completion input measures); 
• Accrue all revenue and profit over the time of the installa-
tion based on the installation effort (percentage-of-comple-
tion labor measure); or 
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• Defer all revenue and costs until completion of installation 
or acceptance by the customer (completed-contract). 
98. The Audit and Accounting Guide, Construction Contractors, and SOP 
81-1 are the most current sources of implementation guidance on con-
tract accounting. In attempting to apply that guidance, software 
companies have the following difficulties: 
• Many software contracts do not meet the segmentation criteria 
in paragraph 40 of SOP 81-1, because segments are not bid 
separately and there is no history of providing services 
separately to other customers, as required in paragraphs 41d 
and 41e of the SOP. 
• Output measures are generally meaningless in measuring 
percentage of completion in software contracts, and using 
input measures frequently results in questions related to the 
amount of revenue to attribute to basic software created by 
the vendor before the contract. 
99. In a contract for a turnkey system, the seller promises to provide 
the buyer with a complete system, including necessary hardware, 
software, and customization, that will perform certain tasks promised 
in the contract. If percentage-of-completion accounting should be 
used for turnkey systems, some believe progress should be measured by 
using input measures of efforts expended in terms of labor hours or 
other kinds of labor inputs. They believe input measures based on 
costs are impractical for turnkey systems. They believe that software 
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and installation revenue and profits should be based on the 
following: 
• Labor inputs if the contract is segmentable, based on modified 
segmentation criteria, and installation is significant; 
• Cost-to-cost for hardware and labor costs, if the hardware 
portion is not segmentable but installation is significant? 
• Income only on delivery of hardware or software, if the 
contract is segmentable but installation is not significant? 
or 
• Income on delivery of the complete system, if the contract is 
not segmentable and installation is not significant. 
100. Software development costs deferred under FASB Statement No. 86 
are generally small in relation to the value of the software, so cost-
to-cost input measurements yield results that seem unreasonable to 
some. In practice, a significant portion of revenue and profit are 
frequently attributed to the software portion based on subjective 
estimates. 
101. Practice generally is to recognize revenue and profit on turnkey 
systems as follows: 
• Separately (segmented) for hardware on delivery and software 
on 
delivery or 
- contract signing; 
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• On completion of all tasks and delivery of systems; or 
• As software is completed and installed. 
102. A contract may also provide for a sale of both hardware and 
software components. That differs from a sale of a turnkey system in 
which the seller promises the buyer that the system will perform 
stipulated tasks and usually entails some customization. Some 
question whether a contract for sale of both hardware and software 
components without customization should be segmented for purposes of 
revenue recognition. 
103. Opinions as to when revenue should be recognized differ among 
those who oppose deferral of all revenue recognition until completion 
of all vendor obligations. They generally agree that the basic soft-
ware product has significant value but that it cannot be objectively 
separated from other aspects of the contract for the purpose of ac-
cruing revenue. Some would try to estimate a value whereas others 
would ignore separate identification of value. 
104. Also, because software installation may occur at the customer's 
or the vendor's site (significant installation usually involves some 
customization), physical delivery of the software is not a reasonable 
criterion for revenue recognition. 
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105. The advisory conclusion to Issue 1C states that some revenue 
should be recognized later than delivery on contracts requiring sig-
nificant other vendor obligations that will be performed after de-
livery. Such contracts should be accounted for using contract accoun-
ting methods, which are discussed in the issues that follow. Issue 7 
is based on the assumption that vendor obligations beyond delivery of 
the software are significant and that there is a single contract. 
That is, the contract does not have separate terms for each portion of 
the contract and it cannot be separated into components. 
106. The following illustrates the contract discussed in Issue 7: XYZ 
Software Company (the vendor) enters into a single contract with ABC 
Company (the customer). The contract requires XYZ Software Company to 
customize its software to meet the specifications of ABC Company and 
provides for significant other vendor obligations, such as data con-
version, installation, and product training, which were defined in 
paragraph 22. XYZ has performed similar contracts before and has the 
ability to make reasonably dependable estimates as to the extent of 
progress toward completion, contract revenues, and contract costs. The 
contract specifies the enforceable rights as to goods or services to 
be provided and received by XYZ and ABC, the price of the contract, 
and the manner and terms of settlement. XYZ Software Company expects 
ABC Company to satisfy its obligations under the contract and can be 
expected to perform its contractual obligations. 
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ISSUE 7: Should revenue and expenses be recognized on the percen-
tage-of-completion method for a contract of the kind il-
lustrated in paragraph 106? 
Yes 
107. 
Those who believe that percentage—of—completion accounting should 
be used for revenue and expense recognition for software contracts 
illustrated in paragraph 106 point to Accounting Research Bulletin 45, 
Long-Term Construction-Type Contracts, issued in 1955. They believe 
that the contract accounting principles in ARB 45 should apply to 
software contracts requiring significant vendor performance in 
addition to delivery of a license to a software product. They argue 
that the provisions in ARB 45 on accounting for long-term contracts 
are the best available guidance. Paragraph 1 of ARB 45 states that it 
"is directed to the accounting problems in relation to construction-
type contracts in the case of commercial organizations engaged wholly 
or partly in the contracting business." Paragraph 1 states further 
that "the problems in accounting for construction-type contracts arise 
particularly in connection with long-term contracts as compared with 
those requiring relatively short periods for completion." 
108. Those proponents point out that though the principal purpose of 
ARB 45 was to provide guidance for long-term construction-type con-
tracts, that guidance need not be applied only to those kinds of 
contracts and that SOP 81-1, which interprets ARB 45, deals with 
broader categories of contracts. They argue that the term long-term 
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is relative and can be applied to any time period beyond delivery of 
software and that the term construction-type is also broad enough to 
include production and delivery of software as a construction activ-
ity. 
109. They also note that the software industry developed after ARB 45 
was written and that ARB 45 did not contemplate software products. 
They argue that SOP 81-1 was written to cover certain tangible pro-
ducts not included under ARB 45 and that, similarly, criteria for 
revenue recognition on the percentage-of-completion method should be 
developed for software products. Such criteria would include the 
following: 
• A contract that clearly specifies the enforceable rights of 
the parties as to goods or services to be provided and 
received, the consideration to be exchanged, and the manner 
and terms of settlement; 
• A buyer that can be expected to meet its obligations under the 
contract; and 
• A contractor that can be expected to meet its obligations 
under the contract. 
110. Some believe that if revenue from contracts for software de-
velopment that require significant other vendor obligations are con-
sidered to be within the scope of SOP 81-1, revenue should be recog-
nized using the percentage-of-completion method. They argue that 
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costs under such contracts are susceptible to estimation as are costs 
under other contracts and that, therefore, the completed-contract 
method should be used only if realization of revenue or estimation of 
costs is uncertain, for example, if the customer has no obligation to 
pay if software development is unsuccessful or there are substantial 
doubts about the vendor's ability to succeed. 
111. Further, they observe that using the percentage-of-completion 
method is consistent with the requirement in FASB Statement of Accoun-
ting Concepts No. 5 that revenue be recognized when earned from such 
activities as the production and delivery of goods, rendering of 
services, or other activities that constitute an entity's ongoing 
major operations. They believe that as stated in footnote 53 of FASB 
Statement of Accounting Concepts No. 5, "[i]f production is long in 
relation to reporting periods, such as for long-term construction-type 
contracts, recognizing revenues as earned has often been deemed to 
result in information that is significantly more relevant and repre-
sentationally faithful than information based on waiting for delivery, 
although at the sacrifice of some verifiability." (See Issue 9 for a 
discussion of the measurement of percentage-of-completion.) 
NO 
112. Some believe the provisions of ARB 45 do not apply to software 
products requiring significant vendor performance beyond delivery, 
because many of those contracts do not meet the criteria for long-term 
contracts as discussed in ARB 45. They argue that ARB 45 should 
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apply only to contracts requiring significant vendor performance over 
a significant period of time. 
113. Others argue that though using the percentage-of-completion meth-
od may be suitable for some software contracts discussed in paragraph 
106, it would not be suitable for a majority of those contracts, which 
extend over a relatively short term. They also argue that it would 
not be useful to use principles for long-term contracts in accounting 
for software contracts, because of the inherent imprecision in mea-
suring progress to completion. They believe that a product is being 
sold and that a sale should not be recognized until the product has 
been delivered and accepted. 
114. Still others who believe revenue from software development 
contracts should be recognized on the completed-contract method argue 
that software development entails uncertainties of a scope sufficient 
to represent inherent hazards that make estimates doubtful and, there-
fore, require revenue to be recognized under the completed contract 
method of accounting, as discussed in SOP 81-1. 
ADVISORY CONCLUSION: Revenue and expenses should be recognized on the 
percentage-of-completion method for contracts of the kind illustrated 
in paragraph 106 (12 yes, 2 no, 1 absent). 
-63-
115. A significant portion of the industry uses some form of percen-
tage-of-completion for revenue recognition, but practical problems 
occur in applying the segmentation criteria discussed in paragraphs 39 
to 42 of SOP 81-1. 
ISSUE 8: If the percentage-of-completion method is used to account 
for revenue on software contracts of the kind illustrated in 
paragraph 106, should the requirements in SOP 81-1 apply, as 
written, including the segmentation criteria? 
Yes 
116. Some believe that if ARB 45 is to be applied to software con-
tracts that have significant vendor performance requirements beyond 
delivery, SOP 81-1 should also apply, because it interprets ARB 45. 
They believe that the guidance in that SOP is useful in resolving 
revenue recognition issues for contracts for software products that 
have significant vendor performance requirements beyond delivery of a 
license to a software product. 
117. Some believe that SOP 81-1 applies because paragraph 13 of that 
SOP states that the scope of the SOP includes "[c]ontracts to design, 
develop, manufacture, or modify complex...electronic equipment to a 
buyer's specifications or to provide services related to the perfor-
mance of such contracts." They believe that software contracts that 
contain significant installation requirements or customer acceptance 
terms beyond the vendor's ordinary specifications are substantially 
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similar to contracts included in the scope of the SOP. In addition, 
they note that in stating the reason for developing the SOP, parag-
raph .01 in the introduction refers to computer software as one of the 
activities that "range far beyond the traditional construction-type 
activity" to which principles related to accounting for contracts are 
being applied. 
No 
118. Some argue that SOP 81-1 should not apply to software products 
of the kind illustrated in paragraph 106, because they believe that 
SOP 81-1 applies only to tangible products. They argue further that 
the segmentation criteria in the SOP would be difficult to apply to 
software contracts. 
119. Others believe that SOP 81-1 provides useful guidance, but it 
would be necessary to modify the criteria in paragraphs 39 to 42 of 
the SOP for "Determining the Profit Center - Segmenting a Contract" 
to apply them to software contracts for which a vendor has performed 
significant software development before the contract. 
ADVISORY CONCLUSION: The requirements in SOP 81-1 should not apply 
as written, including the segmentation criteria, if the percentage of 
completion method is used to account for revenue on software contracts 
of the kind illustrated in paragraph 106 (10 yes, 3 no, 1 abstain, 1 
absent). 
-65-
120. The following illustrates a contract for a turnkey system, which 
may be segmented by applying the criteria discussed in Subissue 8A: 
XYZ Software Company contracts with ABC Company to supply hardware 
and training in addition to supplying software, which is customized to 
ABC Company's specifications. 
SUBISSUE 8A: In applying the general guidance in SOP 81-1, should the 
criteria for "Determining the Profit Center — Segmen-
ting a Contract" be modified, as discussed in paragraph 
126, for application to contracts that include signifi-
cant software and other products and services? 
Yes 
121. Proponents of designing special segmentation criteria for soft-
ware contracts believe that special criteria for the segmentation of 
long-term software contracts are necessary because it appears that 
such contracts, particularly the practice of bundling software with 
other products or services, were not contemplated when SOP 81-1 was 
issued. Further, they observe that paragraph 11 states that the 
principal focus of the SOP was tangible products. 
122. They point out that ARB 45 did not contemplate accounting for 
software contracts; in 1955, when ARB 45 was issued, the question did 
not exist. SOP 81-1 was written to deal with a broadened scope of 
contract activities that had evolved since ARB 45 was issued but was 
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still directed primarily to contracts for tangible products. Though 
computer software is mentioned, the issues discussed in this issues 
paper were not specifically considered in SOP 81-1 or the related 
Construction Contractors Guide. In addition, though the provisions of 
SOP 81-1, particularly as they relate to segmentation, were and still 
are considered applicable to the kinds of contracts discussed in the 
SOP, it would be reasonable to specifically reconsider and, if neces-
sary, write specific provisions that relate to activities not con-
sidered when SOP 81-1 was issued or that replace provisions that have 
become obsolete. 
123. Current industry pricing practice ranges from separate pricing 
of separable elements of a project in one or several contracts to the 
more frequent practice of bundling those elements in one contract. 
Using the criteria in SOP 81-1 may cause companies to account differ-
ently for transactions that are fundamentally the same, based solely 
on whether they use separate contracts or separate line items in a 
single contract. The hardware, software, and installation elements of 
a contract typically have diverse profit margins and, if separated, 
may have diverse points in time as to when revenue is recognized. For 
example, one company may have separate contracts for software products 
and additional services. Others may bundle them in one contract. 
Under SOP 81-1, the first company might recognize revenue on the 
software at delivery and revenue on additional services as they are 
performed. The second company, which does not have separate con-
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tracts, might recognize the combined value of those obligations over 
the period the services are performed. If the percentage-of-comple-
tion method is used, no significant revenue or profit is generally 
attributed to the software element, because capitalized costs of the 
software charged to the contract are small in relation to the value of 
the software used in the contract. 
124. Some believe that long-term software contracts are similar to 
contracts discussed in SOP 81-1 in that they are usually in the form 
of single contracts or groups of contracts, but may include several 
elements that can be performed independently of each other. They note 
that if the contractor accounts for its performance on the separate 
elements as if the contract were a single profit center, its reported 
income on performance of the separate elements may differ from that 
contemplated in the contract. If the contract is segmented, the 
contractor's revenues can be associated with performance on the 
specific elements on which profit margins may differ based on the 
relative value of each element of the contract to total revenue on the 
contract. Proponents argue that costs and revenue should be recog-
nized in accordance with the matching principle stated in paragraph 86 
of FASB Concepts Statement No. 5, Recognition and Measurement in Fi-
nancial Statements of Business Enterprise. Also, they note that para-
graph 174 of APB Statement No. 4, Basic Concepts and Accounting Prin-
ciples Underlying Financial Statements of Business Enterprises, states 
that "[t]he exception to the usual revenue realization rule for long-
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term construction-type contracts, for example, is justified in part 
because strict adherence to realization at the time of sale would 
produce results that are considered to be unreasonable. The judgment 
of the profession is that revenue should be recognized in this situa-
tion as construction progresses." 
125. The criteria in paragraphs 41(b),(d),(e), and (g) of SOP 81-1, 
which are intended to provide objective evidence about the pricing and 
margins of separate segments of a contract, are considered to be 
unsatisfactory for segmentation of a contract in the software indus-
try. According to those criteria, separate phases of a contract must 
usually be bid or negotiated separately and the vendor must have a 
significant history of separate contracts and stable pricing. The 
other segmentation criteria cause no special problems. 
126. Proponents of modifying the segmentation criteria in SOP 81-1 
propose the following criteria to substitute for those in paragraphs 
41(b), (d), (e), and (g). They hold that these criteria more closely 
conform with the intent of SOP 81-1 and are more applicable to the 
computer software industry: 
a. The separable phases or elements of a contract should have 
margins that are clearly discernible based on the following: 
• The company's pricing practices when providing similar 
products or services separately; 
• Similar products or services provided separately by com-
petitors; or 
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• Industry data; 
b. The company's pricing policies should be verifiable; and 
c. A separable element should be a complete product or service 
with separate exchange value on delivery, and the utility of 
one element of the contract should not depend on another 
element. 
No 
127. Those opposed to developing special segmentation criteria for 
contracts that include software and other products and services argue 
that results may be misleading when a contract is segmented, primar-
ily because the software has often been developed before the contract 
was entered into and it is difficult to include its development costs 
in the measure of completion. They argue that such difficulties are no 
different from those generally faced by other contractors. For exam-
ple, the cost of developing expertise in the subject matter of a 
potential contract is not used in measuring progress toward completion 
if the contract is obtained. Further, they point out that no one has 
been able to devise segmentation criteria superior to those in SOP 
81-1. 
ADVISORY CONCLUSION: In applying the general guidance in SOP 81-1, 
the criteria for "Determining the Profit Center—Segmenting a Con-
tract" should be modified as discussed in paragraph 126 for applica-
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tion to contracts that include significant software and other products 
and services (9 yes, 0 no, 5 abstain, 1 absent). 
128. If the percentage-of-completion method is followed, there are a 
number of issues related to the measurement of progress on contracts. 
For example, output measures are rarely useful measures of progress 
here, because this output generally consists of a single completed 
unit. Even if multiple units are delivered, they are generally the 
same or similar and the effort in delivering units after the initial 
unit is small compared to the effort needed to deliver the first unit. 
Other output measures, such as contract milestones or value added, 
generally do not apply here, though they may apply if required by the 
terms of a specific contract. For purposes of discussion in the 
following issue, the contract has not been segmented unless the ques-
tion or context requires otherwise. 
ISSUE 9: Should the cost of software used in a contract but de-
veloped before the contract and not capitalized be included 
in measuring progress to completion? 
Yes 
129. Some believe that the cost of software used in a contract but 
developed before the contract should be included in measuring progress 
to completion, because it usually constitutes a significant portion of 
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the value of the contract. In addition, they argue that it is a 
measure of input and may be assigned to the contract on that basis. 
They further argue that input measures based solely on labor costs 
incurred after contract signing yield unsatisfactory results. 
130. Those who support revenue recognition at contract signing in 
Issue 1 observe that using the cost of pre-existing software as a 
measure of completion is consistent with that conclusion. Others 
observe that assigning previously developed software to a contract is 
a measure of value added, and that using value added as a measure of 
output is consistent with the provisions of SOP 81-1. 
NO 
131. Those opposed to including previously developed software in 
measuring progress to completion believe that it would not be a real-
istic presentation because revenue would always be accrued at the 
beginning of a contract. They argue that such an accrual of revenue 
would be inconsistent with the provisions of paragraph 49 of SOP 81-1, 
which states that "[p]rofit is not assumed to accrue merely as a 
result of the acquisition of material or other tangible items used in 
the performance of the contract...." 
132. Others argue that software created before the contract should be 
considered a part of the vendor's overall expertise and should not be 
used as a measure of input (except for the amortization of software 
costs allocated to the contract.) They also believe that revenue and 
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profit attributable to that software is difficult to quantify. In 
addition, including previously developed software would defeat the 
purpose of the segmentation criteria in SOP 81-1. Those who support 
revenue recognition on delivery in Issue 1 observe that using pre-
viously developed software as a measure of progress is inconsistent 
with their views. 
133. Some argue that the concept of attaching a profit element to 
previously developed software, which is used in a contract, may have 
some sound basis, but they also believe that the timing of recognition 
is difficult to determine. For example, the software is delivered to 
one customer and installation, which lasts two months, begins imme-
diately. Software is delivered to a second customer but the start of 
installation is deferred for several weeks because the vendor lacks 
the necessary personnel. Installation for a third customer is star-
ted at the vendor's site and is virtually complete at delivery to the 
customer's site. Even if attaching some profit to the base software 
is considered desirable, it is difficult to determine when that 
should be done. 
ADVISORY CONCLUSION: The cost of software used in a contract but 
developed before the contract and not capitalized should not be 
included in measuring progress to completion (14 yes, 0 no, 1 absent). 
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Is8ues Related to Postdelivery Customer Support Services 
134. Postdelivery customer support services may be priced separately 
or included in the software product price. Some software companies 
include the cost of PCSS in the price of the license. Others may sell 
the service separately. Though the price for a license may also in-
clude PCSS, licenses and PCSS are different products and separable 
elements of a contract. Generally, under a PCSS contract, the vendor 
is responsible for providing telephone support and fixing programming 
errors, referred to as bug fixing; the vendor's cost of providing 
those services is usually small in relation to the revenue received. 
Generally, vendors are not committed under PCSS contracts to produce 
enhancements to the software, but usually do commit to deliver enhan-
cements that are produced on certain new products at no additional 
cost or at a reduced cost to the licensee. 
135. Licensees frequently buy PCSS contracts to have access to future 
enhancements or new products at favorable terms. Most vendors and 
customers agree that if a vendor does not provide enhancements over a 
continued period of time, PCSS contracts will not be renewed. In 
other words, the principal reason customers enter into PCSS contracts 
is to obtain favorable terms on enhancements or new products. 
136. Vendors regard PCSS revenue to some extent as a source of fun-
ding for the production of enhancements, particularly for software 
products that have achieved market maturity. There are relatively few 
new customers for those products, but PCSS revenues from the installed 
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base make it commercially attractive to continue to enhance the pro-
duct. 
137. Some vendors commit, as part of the sale of product licenses, to 
deliver products to be developed in the future. They typically are 
not committed to produce the future products, but would commit to 
deliver any future products developed at reduced prices or at no 
additional cost. In some contracts, there is an understanding as to 
what is under development and there may be a time limit to the commit-
ment. In other cases, there is no limit to the commitment. The 
issues concerning such arrangements generally relate to allocation of 
revenue to software products delivered and software products to be 
delivered in the future. Some of those allocation issues are the same 
as issues related to PCSS and some differ. Because those issues are 
essentially similar to other issues in the paper, they are not discus-
sed separately. 
138. Some PCSS contracts may in fact be subscriptions to annual up-
dates to a product if the vendor undertakes an explicit obligation to 
provide the update. An example is an income tax preparation product 
that must be updated annually to present changes in income tax rules; 
the product itself basically has only a one-year life and limited 
utility thereafter, if any. Those arrangements should be accounted 
for annually as sales of software licenses, as discussed in Issue 1, 
and not as PCSS contracts. 
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139. There are three possible methods of revenue recognition on PCSS 
contracts: 
• Immediate recognition; 
• Recognition over time; and 
• Deferral until performance. 
140. Revenue may be recognized on PCSS contracts immediately at the 
inception or signing of contracts for PCSS or when cash is received 
for the renewal of contracts. Because the software industry commonly 
does not issue new contracts on renewal of the service, the customers' 
payments are considered to be evidence of renewal. 
ISSUE 10: Should revenue from PCSS contracts be recognized imme-
diately, over time, or deferred until performance? 
Immediate Recognition 
141. Some believe revenue from a contract for PCSS should be recog-
nized at the inception of the contract because that approach is easy 
to apply and results using immediate recognition do not generally 
differ materially from results using other methods unless there are 
price changes. They also believe that immediate recognition is a 
satisfactory method because the vendor's obligation is limited at the 
outset and, generally, does not include enhancements. Others argue 
that revenue should be recognized immediately because they believe it 
is too difficult to measure the portions that should be deferred and 
that revenue should be recognized in the period the customer becomes 
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obligated to pay. Still others believe costs for PCSS will be incur-
red in keeping the product current regardless of the existence of PCSS 
contracts, so there is no incremental cost. 
Recognition Over Tine 
142. Some believe recognition before delivery of the service may 
overstate revenue in an accounting period. They believe revenue 
should be recognized ratably in relation to the performance of ser-
vices under the contract. Others argue that contract revenues should 
be matched with a pool of costs for future product enhancements. Still 
others argue that PCSS contracts also represent the ability of cus-
tomers to get support, if needed. 
143. Some believe a liability to perform services is incurred at the 
inception of the contract and is discharged by performing over the 
life of the contract. They therefore believe revenue from maintenance 
contracts should be recognized over the term of the contract in which 
services are to be rendered. In their opinion, that treatment is 
necessary to comply with the provisions of paragraph 83 of FASB State-
ment of Concepts No. 5 that revenue not be recognized until it is both 
earned and realized or realizable. They also view that treatment as 
consistent with paragraph 84(d) of that concepts statement, which 
requires revenues to be recognized as earned as time passes if ser-
vices are rendered continuously over time. 
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144. Under this method, the PCSS revenue would generally be recognized 
on a straight-line basis. Though the actual costs related to services 
rendered would usually not be incurred evenly over the term of the 
PCSS contract, attempting to relate revenues to costs would generally 
not be worth the cost. 
145. Some proponents of recognition over time acknowledge the concep-
tual appeal of deferral until performance but note that the problems 
of measuring revenues and expenses would make using that method im-
practical. Revenue measurement is complicated by the inability to 
project accurately when enhancements will be released and their rel-
ative value during a contract period. Further, allocation of cost to 
that revenue is not practical. A possible alternative of expensing 
costs of enhancements to be delivered under PCSS contracts as incurred 
is also not practical. That would require an allocation of costs of 
enhancements between products delivered to existing customers and 
those delivered to new customers. Such a determination would be too 
subjective to be useful for accounting measurement. 
Deferral Until Performance 
146. Some believe that a contract for PCSS is, in effect, an option to 
receive the next version of the software at a reduced price or free 
and that revenue should therefore be deferred until the enhancements 
are supplied to the customer. They would identify and recognize rata-
bly over the contract period the PCSS revenue related to other than 
enhancements, for example, a telephone hot line. They note that, 
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under current practice, no revenue or amortization of cost is attri-
buted to enhancements provided under PCSS contracts and hold that this 
practice is unsound. 
147. They further note that under FASB Statement No. 86, certain 
costs of enhancements should be capitalized. (In many contracts, such 
capitalized costs constitute a major portion of the costs of enhance-
ments.) Unless the PCSS revenue is deferred, the accounting result is 
that costs are being deferred while related revenue is being recog-
nized; they believe that result is unsound. Further, expensing all 
costs of enhancements regardless of whether they will be delivered to 
new or existing customers is not permitted under FASB Statement No. 
86. 
148. Proponents of deferral until performance also point out that the 
issue is somewhat similar to Issue 1; immediate recognition of PCSS 
revenue is similar to recognition of license revenue at contract 
signing, and deferral until performance is similar to recognition of 
license revenue at delivery. They believe that the alternative of 
recognition over time has no analogy to Issue 1 and is unsound, be-
cause it would recognize revenue before performance. 
149. Others believe that PCSS contracts create implied obligations to 
maintain the products in the market and that revenue should be defer-
red until the obligations are satisfied, because of the complexity 
involved in estimating the related costs until the obligations are 
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fulfilled. 
150. Proponents question the validity of the position in paragraph 
141 that there is no incremental cost to the enhancements under PCSS 
contracts. They argue that in joint-product or by-product cost 
accounting, costs are generally allocated among products instead of 
attributing all costs to one product (the enhancement) and none to the 
PCSS contract. 
ADVISORY CONCLUSIONS Revenue from PCSS contracts should be 
recognized over time (13 yes, 1 no, 1 absent). 
SUBISSUE 10A: If a PCSS contract is for one year or less, should 
revenue on the contract be recognized immediately or 
over time, or should it be deferred until performance? 
151. Because the arguments for PCSS contracts of one year or less are 
the same as those discussed in Issue 10, this discussion relates only 
to the effect of the shortened time period on revenue recognition of a 
PCSS contract of one year or less. . Therefore, the only argument deals 
with practicality and materiality. Some of those who would not gen-
erally allow revenue to be recognized on PCSS contracts immediately 
would argue that immediate recognition should be permitted but not 
required on PCSS contracts for one year or less, because the addi-
tional effort to defer the revenue does not result in a financial 
statement presentation that is more meaningful than if revenue is 
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recognized immediately. 
152. Those opposed to that view point out that immediate recognition, 
even if on the contract anniversary date, would distort quarterly 
financial reporting and is therefore unsound. 
ADVISORY CONCLUSION: Revenue on a contract for PCSS for one year or 
less should be recognized over time (13 yes, 1 no, 1 absent). 
SUBISSUE 10B: Based on the conclusion to Issue 10, should the revenue 
element for PCSS be unbundled from the initial license 
fee and recognized over time? 
Yes 
153. Proponents of unbundling believe that an implied amount for PCSS 
is included in the original licensing fee and that licensing fees for 
software and fees for PCSS are revenues from separate products or 
services. They also state that the prices for the separable elements 
may be reasonably determinable. Those who hold this view believe that 
it is unsound not to unbundle revenues for PCSS and to recognize them 
over time, particularly in multiyear contracts. Still others who argue 
for unbundling state that if the information were presented separate-
ly, comparability of financial statements from one year to another 
would be improved. 
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No 
154. Some believe that PCSS should not be unbundled from licensing 
fees because recognition of the whole amount is easier than segmenta-
tion and because they believe that immediate recognition produces no 
material differences in reporting the information during the accoun-
ting period. Others argue that the total amount should be recognized 
immediately and not segmented and recognized over time because it is 
too difficult to measure the separate portions. 
ADVISORY CONCLUSION: The revenue element for PCSS contracts should be 
unbundled from the initial license fee and recognized over time (12 
yes, 2 no, 1 absent). 
Data Services Issues 
155. Data services companies offer processing services (as shown in 
the chart on page 5) that primarily involve the use of software owned 
or licensed by the data services company (DSC). If the DSC provides 
one or more of the above services in a single contract or in a series 
of contracts with a single customer, the discussion under Issues 8 and 
8A applies. Services and fees charged by DSCs are the following: 
• Subscription fees (also referred to as initialization fees). 
Charged when a customer first enters into a data services 
contract. 
• Software development fees. Charged for changes to the DSC's 
own software so it will meet the customer's specific needs or 
for software written specifically for the customer. The cus-
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tomer may or may not acquire an ownership interest in the 
software and that interest, if acquired, may be acquired 
immediately or only after the DSC's other services have been 
used for a stipulated period of time or volume of usage. 
• Usage fees (also referred to as processing fees). General-
ly charged based on volume of transactions, machine time, or 
other factors related to usage. Many contracts charge minimum 
guaranteed usage fees. 
• Data storage fees. Charged for storing a customer's data on 
the DSC's computer equipment. Such fees may be billed separ-
ately or included in the usage fee. 
156. Practice is generally to recognize fees as revenues as they 
become billable, though recognition of revenue may be deferred if 
there is a continuing obligation that is not separately reimbursed, 
such as for maintenance of specialized software or data bases. An 
issue resulting from this practice is whether a better matching re-
sults from allocating separate fees in a single contract or in a 
series of contracts with a single customer to the various revenue 
generating activities based on the earnings process if the basis on 
which they become billable does not correlate with the earnings pro-
cess. This issue is not unique to DSCs and is not discussed further 
in this issues paper. The following issues address the timing of 
revenue recognition for subscription fees and the unused portion of 
minimum usage fees, which are unique to DSCs. 
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ISSUE 11: Should nonrefundable subscription fees from data services 
contracts be recognized at inception, over the periods of 
service, or on a combination of those methods? 
At Inception 
157. Some believe that subscription fees should be recognized at the 
inception of a data services contract. In their view, the standard 
subscription process is a separate revenue generating activity and the 
subscription fee is earned at that time. 
158. Others who hold the same view argue that subscription fees 
represent fees that should be associated with costs incurred at the 
inception of a data services contract, such as commissions, legal 
fees, software development, data entry, and installation of data 
communications devices, as well as hookup, training, initialization, 
or perpetual license fees for usage of software. They believe that 
all subsequent fees are for usage only. 
Over the Periods of Service 
159. Some believe subscription fees are simply part of the compensa-
tion a DSC receives for rendering services over time. They point out 
that in the standard situation, little cost is incurred when a cus-
tomer first subscribes to a data services contract. They argue that 
the absence of significant costs at the inception of the contract 
indicates an absence of substantive revenue generating activities. 
Furthermore, they observe that in many contracts, the customers are 
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entitled to refunds of the subscription fees if no data services are 
subsequently provided. Therefore, they believe revenue from subscrip-
tion fees should be recognized over the periods in which the related 
data services are provided and not recognized at the inception of the 
contract and that related costs, if any, directly associated with the 
subscription, not including selling costs, should be deferred. 
Combination 
160. Some believe that revenue from subscription fees should be 
recognized at the inception of the contract to the extent of costs 
incurred, with revenues in excess of costs deferred and amortized over 
the period of service. They would recognize incremental costs directly 
associated with selling, negotiating, and completing the customer 
subscription agreement at inception. In addition, they would recog-
nize costs that include but are not limited to commissions, legal 
fees, contracts, software development, data entry costs, and costs of 
installing data communication devices at inception. Those proponents 
believe that to the extent separate fees are charged at the inception 
of the agreement they should be accounted for in the same manner as 
subscription fees, unless such fees relate to software to which the 
customer has a proprietary right or to hardware sales, which are 
customarily billed separately and for which separate prices are objec-
tively established. 
161. Proponents believe that the discussion in Issue 8 and Subissue 
8A also applies to DSC contracts and that the combination method best 
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accomplishes the goal of accrual accounting stated in paragraph 145 of 
Statement of Financial Accounting Concepts No. 6, that is, "to account 
in the periods in which they occur for the effects on an entity of 
transactions and other events and circumstances, to the extent that 
those financial effects are recognizable and measurable." They also 
note that revenue recognition on that method is essentially consistent 
with accounting for hookup revenue by cable television companies, 
paragraph 11 of FASB Statement No. 51, Financial Reporting by Cable 
Television Companies, states that "[i]nitial subscriber installation 
costs shall be recognized as revenue to the extent of direct selling 
costs incurred. The remainder shall be deferred and amortized to 
income over the estimated average period that subscribers are expected 
to remain connected to the system." 
ADVISORY CONCLUSION: Nonrefundable subscription fees from data ser-
vices contracts should be recognized over the period of service (9 
yes, 5 no, 1 absent). Five AcSEC members believe such revenue should 
be recognized using the combination method. 
162. Data service companies often charge minimum usage fees over fixed 
periods. Practice is to recognize revenue from such fees based on 
stipulated rates per unit of usage. Some companies may permit custo-
mers to carry unused portions of allowable usage forward to a later 
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period. 
163. To illustrate: A DSC contracts to provide data services to a 
customer for a fixed minimum fee of $10,000 for 500 hours of proces-
sing over a one-year period (at $20 per hour.) The DSC expects the 
customer to use only 200 hours during the contract period. 
ISSUE 12: Should revenue attributable to the unused portion of minimum 
usage fees be 
• Recognized over the contract period based on expect-
ed usage (200 hours at $50 per hour in the illus-
tration) or 
• Recognized at the expiration of the carryforward 
period ($20 per hour of usage and $6000 at expira-
tion in the illustration)? 
Based on Expected Usage 
164. Some believe that revenue for minimum usage fees should be 
recognized based on an estimate of expected usage during a period. 
The amount recognized is based on the customer's expected usage at the 
effective contract rate per unit of usage (at $50 per hour in the 
illustration). They note that the method is consistent with accounting 
for revenue used by health clubs to recognize membership fees. 
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At Expiration of the Contract Period 
165. Others believe that revenue for the unused portion of minimum 
usage fees should not be recognized until the expiration of the con-
tract period. They argue that an obligation continues to exist until 
that time and that future usage is difficult to estimate. 
ADVISORY CONCLUSION: Revenue attributable to the unused portion of 
minimum usage fees should be recognized at the expiration of the 
carryforward period (12 yes, 2 no, 1 absent). 
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APPENDIX 
RELEVANT LITERATURE 
General Guidance 
166. Paragraph 78 of statement of Financial Accounting Concepts No. 6 
defines revenue as 
inflows or other enhancements of assets of an 
entity or settlements of its liabilities (or 
a combination of both) during a period from 
delivering or producing goods, rendering 
services, or other activities that constitute 
the entity's ongoing major or central oper-
ations . 
167. FASB Statement of Financial Accounting Concepts No. 5, Recogni-
tion and Measurement in Financial Statements of Business Enterprises, 
and APB Statement No. 4, Basic Concepts and Accounting Principles 
Underlying Financial Statements of Business Enterprises, provide the 
following guidance on revenue recognition. Paragraph 83 of Concepts 
Statement No. 5 states: 
Revenues and gains of an enterprise during a 
period are generally measured by the exchange 
values of the assets (goods or services) or 
liabilities involved, and recognition invol-
ves consideration of two factors, (a) being 
realized or realizable and (b) being earned, 
with sometimes one and sometimes the other 
being the more important consideration. 
a. Realized or realizable. Revenues and 
gains generally are not recognized until 
realized or realizable. Revenues and 
gains are realized when products (goods 
or services), merchandise, or other as-
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sets are exchanged for cash or claims to 
cash. Revenues and gains are realizable 
when related assets received or held are 
readily convertible to known amounts of 
cash or claims to cash. Readily conver-
tible assets have (i) interchangeable 
(fungible) units and (ii) quoted prices 
available in an active market that can 
rapidly absorb the quantity held by the 
entity without significantly affecting 
the price. 
b. Earned. Revenues are not recognized 
until earned. An entity's revenue-earn-
ing activities involve delivering or 
producing goods, rendering services, or 
other activities that constitute its 
ongoing major or central operations, and 
revenues are considered to have been 
earned when the entity has substantially 
accomplished what it must do to be enti-
tled to the benefits represented by the 
revenues. 
168. paragraphs 150 and 151 of APB Statement No. 4 state: 
Revenue is conventionally recognized at a 
specific point in the earning process of a 
business enterprise, usually when assets are 
sold or services are rendered. This conven-
tional recognition is the basis of the perva-
sive measurement principle known as realiza-
tion. 
Realization. Revenue is generally recog-
nized when both of the following condi-
tions are met: (1) the earning process 
is complete or virtually complete, and 
(2) an exchange has taken place. 
The exchange required by the realization 
principle determines both the time at which 
to recognize revenue and the amount at which 
to record it. Revenue from sales of products 
is recognized under this principle at the 
date of sale, usually interpreted to mean the 
date of delivery to customers. Revenue from 
services rendered is recognized under this 
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principle when services have been performed 
and are billable. Revenue from permitting 
others to use enterprise resources, such as 
interest, rent, and royalties is also gov-
erned by the realization principle. Revenue 
of this type is recognized as time passes or 
as the resources are used. Revenue from 
sales of assets other than products is recog-
nized at the date of sale. Revenue recog-
nized under the realization principle is 
recorded at the amount received or expected 
to be received. 
General Standards Related to the Issue 
169. Two general standards may be applied to accounting for software 
revenue: FASB Statement No. 48, Revenue Recognition When Right of 
Return Exists, and FASB Statement No. 13, Accounting for Leases. 
170. Paragraph 6 of FASB Statement No. 48 states that if a buyer has a 
right to return a product, revenue from the related sales transaction 
should be recognized on sale only if all of the following conditions 
are met: 
a. The seller's price to the buyer is substantially 
fixed or determinable at the date of sale. 
b. The buyer has paid the seller, or the buyer is 
obligated to pay the seller and the obligation is 
not contingent on resale of the product. 
c. The buyer's obligation to the seller would not be 
changed in the event of theft or physical des-
truction or damage of the product. 
d. The buyer acquiring the product for resale has 
economic substance apart from that provided by 
the seller. 
e. The seller does not have significant obligations 
for future performance to directly bring about 
resale of the product by the buyer. 
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f. The amount of future returns can be reasonably 
estimated. 
171. Paragraph 6 further states that 
Sales revenue and costs of sales that are not 
recognized at the time of sale because the fore-
going conditions are not met shall be recognized 
either when the return privilege has substantial-
ly expired or if those conditions subsequently 
are met, whichever occurs first. 
172. Paragraph 7 of FASB Statement No. 48 states that 
If sales revenue is recognized because the condi-
tions of paragraph 6 are met, any costs or losses 
that may be expected in connection with any re-
turns shall be accrued in accordance with FASB 
Statement No. 5, Accounting for Contingencies. 
Sales revenue and cost of sales reported in the 
income statement shall be reduced to reflect 
estimated returns. 
173. Paragraph 8 states further that 
The ability to make a reasonable estimate of the 
amount of future returns depends on many factors 
and circumstances that will vary from one case to 
the next. However, the following factors may 
impair the ability to make a reasonable estimate: 
a. The susceptibility of the product to signifi-
cant external factors, such as technological 
obsolescence or changes in demand. 
b. Relatively long periods in which a particular 
product may be returned. 
c. Absence of historical experience with similar 
types of sales of similar products, or 
inability to apply such experience because of 
changing circumstances, for example, changes 
in the selling enterprise's marketing poli-
cies or relationships with its customers. 
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d. Absence of a large volume of relatively 
homogeneous transactions. 
The existence of one or more of the above fac-
tors, in light of the significance of other fac-
tors, may not be sufficient to prevent making a 
reasonable estimate; likewise, other factors may 
preclude a reasonable estimate. 
The task force believes that the principles in Statement No. 48 are 
not being applied diversely in the software industry, though some are 
not considering the requirements in Statement No. 48, because the 
contracts do not explicitly provide a right of return. 
174. Paragraph 1 of FASB Statement 13 indicates that the statement 
applies to leases for property, plant, or equipment, and not "to 
licensing agreements for items such as motion picture films, plays, 
manuscripts, patents, and copyrights." Though software is not men-
tioned specifically, some are applying the guidance in that Statement 
to software licensing transactions or PCSS contracts, because some 
transactions are designated as leases. 
175. Some believe PCSS contracts may fall, by analogy, under paragraph 
1 of FASB Statement No. 13, which states that 
...agreements that do transfer the right to use pro-
perty, plant, or equipment meet the definition of a 
lease for purposes of this Statement even though 
substantial services by the contractor (lessor) may 
be called for in connection with the operation or 
maintenance of such assets. 
176. 
have 
Some point out that software licenses that are perpetual or that 
a term equal to a major portion of the useful life of software 
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with deferred payment terms are similar in form to sales type leases, 
and that licenses having shorter durations might be similar to oper-
ating leases. Analogies are made to the following paragraphs of 
Statement No. 13, as amended: 
7. The criteria for classifying leases set 
forth in this paragraph and in paragraph 8 derive 
from the concept set forth in paragraph 60. If 
at its inception (as defined in paragraph 5(b)) a 
lease meets one or more of the following four 
criteria, the lease shall be classified as a 
capital lease by the lessee. Otherwise, it shall 
be classified as an operating lease. (See Appen-
dix C for an illustration of the application of 
these criteria.) 
a. The lease transfers ownership of the property 
to the lessee by the end of the lease term 
(as defined in paragraph 5(f)). 
b. The lease contains a bargain purchase option 
(as defined in paragraph 5(d)). 
c. The lease term (as defined in paragraph 
5(f)) is equal to 75 percent or more of the 
estimated economic life of the leased proper-
ty (as defined in paragraph 5(g)). However, 
if the beginning of the lease term falls 
within the last 25 percent of the total esti-
mated economic life of the leased property, 
including earlier years of use, this cri-
terion shall not be used for purposes of 
classifying the lease. 
d. The present value at the beginning of the 
lease term of the minimum lease payments (as 
defined in paragraph 5(j)), excluding that 
portion of the payments representing execu-
tory costs, such as insurance, maintenance, 
and taxes to be paid by the lessor, including 
any profit thereon, equals or exceeds 90 
percent of the excess of the fair value of 
the leased property (as defined in paragraph 
5(c)) to the lessor at the inception of the 
lease over any related investment tax credit 
retained by the lessor and expected to be 
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realized by him.... 
8. From the standpoint of the lessor, if at inception 
a lease meets any one of the preceding four criteria 
and in addition meets both of the following criteria, 
it shall be classified as a sales-type lease or a 
direct financing lease, whichever is appropriate (see 
paragraphs 6(b)(i) and 6(b)(ii). Otherwise, it shall 
be classified as an operating lease. 
a. Collectibility of the minimum lease payments is 
reasonably predictable.... 
b. No important uncertainties surround the amount 
of unreimbursable costs yet to be incurred by 
the lessor under the lease. Important uncer-
tainties might include commitments by the lessor 
to guarantee performance of the leased property 
in a manner more extensive than the typical 
product warranty or to effectively protect the 
lessee from obsolescence of the leased proper-
ty.. . . 
Industry Standards 
177. A number of industry standards address specialized revenue 
recognition issues. The following is a survey of the revenue recogni-
tion requirements of those standards. 
FASB Statement No. 50, Financial Reporting 
in the Recording and Music Industry. 
178. Some believe software licensing agreements may be analogous to 
license agreements entered into by owners of record masters and music 
copyrights. 
179. FASB Statement No. 50 defines such license agreements as 
Contractual arrangements entered into by an owner 
(licensor) of a record master or music copyright with 
a licensor granting the licensee the right to sell or 
distribute records or music for a fixed fee paid to 
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the licensor or for a fee based on sales of records 
or music. License agreements are modifications of 
the compulsory provisions of the copyright law. 
180. FASB Statement No. 50 provides the following guidance on revenue 
recognition: 
Licensor Accounting 
Revenues 
7. Substantial revenues may be realized by the owner 
of a record master or music copyright by entering 
into license agreements. A license agreement may be, 
in substance, an outright sale. If the licensor has 
signed a noncancelable contract, has agreed to a 
fixed fee, has delivered the rights to the licensee 
who is free to exercise them, and has no remaining 
significant obligations to furnish music or records, 
the earnings process is complete and the licensing 
fee shall be reported as revenue if collectibility of 
the full fee is reasonably assured. 
8. A minimum guarantee may be paid in advance by a 
licensee. The licensor shall report such a minimum 
guarantee as a liability initially and recognize the 
guarantee as revenue as the license fee is earned 
under the agreement. If the licensor cannot other-
wise determine the amount of the license fee earned, 
the guarantee shall be recognized as revenue equally 
over the remaining performance period, which is gen-
erally the period covered by the license agreement. 
181. Other definitions in FASB Statement No. 50 that may be useful in 
considering software revenue recognition issues are: 
Advance Royalty 
An amount paid to music publishers, record producers, 
songwriters or other artists in advance of their 
earning royalties from record or music sales. Such 
an amount is based on contractual terms and is gen-
erally nonrefundable. 
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Minimum Guarantee 
An amount paid in advance by a licensee to a licensor 
for the right to sell or distribute records or music. 
Record Master 
The master tape resulting from the performance of the 
artist. It is used to produce molds for commercial 
record production and other tapes for use in making 
cartridges, cassettes, and reel tapes. The costs of 
producing a record master include (a) the cost of the 
musical talent (musicians, vocal background, and 
arrangements); (b) the cost of the technical talent 
for engineering, directing and mixing; (c) costs for 
the use of the equipment to record and produce the 
master; and (d) studio facility charges. Under the 
standard type of artist contract, the record company 
bears a portion of the costs and recovers a portion 
of the cost from the artist out of designated royal-
ties earned. However, either party may bear all or 
most of the cost. 
Royal ties 
Amounts paid to record producers, songwriters, or 
other artists for their participation in making re-
cords and to music publishers for their copyright 
interest in music. Amounts for artists are deter-
mined by the terms of personal service contracts 
negotiated between the artists and record companies 
and usually are determined based on a percentage of 
sales activity and license fee income, adjusted for 
estimated sales returns. Royalties for publishing 
are based on the copyright or other applicable laws, 
but the requirements of the law may be modified by 
licenses issued by the publishers. 
FASB Statement No. 53, Financial Reporting by 
Producers and Distributors of Motion Picture Films 
182. Some believe software licenses may be like films licensed to 
movie theaters or like films licensed to television. A license agree-
ment for television program material is defined in FASB Statement No. 
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53 as follows: 
A typical license agreement for television program 
material covers several films (a package) and grants 
a broadcaster (licensee) the right to telecast either 
a specified number or an unlimited number of showings 
over a maximum period of time (license period) for a 
specified fee. Ordinarily, the fee is paid in in-
stallments over a period generally shorter than the 
license period. The agreement usually contains a 
separate license for each film in the package. The 
license expires at the earlier of the last allowed 
telecast or the end of the license period. The 
licensee pays the required fee whether or not the 
rights are exercised. If the licensee does not exer-
cise the contractual rights, the rights revert to the 
licensor with no refund to the licensee. The license 
period generally is not intended to provide continued 
use of the film throughout that period but rather to 
define a reasonable period of time within which the 
licensee can exercise the limited rights to use the 
film. 
183. Paragraph 4 of FASB Statement No. 53, requires revenue from films 
licensed to movie theaters to be recognized on the dates of exhibi-
tion. Nonrefundable guarantees are required to be deferred and recog-
nized as revenue on the dates of exhibition. Paragraph 4 states, 
however, that guarantees that are, in substance, outright sales, 
should be recognized as revenue when the license period begins if the 
conditions specified for revenue recognition on films licensed to 
television are met. 
184. Films licensed to television should be recognized when the licen-
se period begins and all of the following conditions, specified in 
paragraph 6 of the statement, are met: 
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a. The license fee for each film is known. 
b. The cost of each film is known or reasonably 
determinable. 
c. Collectibility of the full license fee is rea-
sonably assured. 
d. The film has been accepted by the licensee in 
accordance with the conditions of the license 
agreement. 
e. The film is available for its first showing or 
telecast. Unless a conflicting license prevents 
usage by the licensee, restrictions under the 
same license agreement or another license agree-
ment with the same licensee on the timing of 
subsequent showings shall not affect this condi-
tion . 
185. Proponents of revenue recognition on contract signing base their 
arguments on the discussion in paragraphs 7 to 9. 
7. Ordinarily, when the conditions specified in 
paragraph 6 are met, both the licensee and licensor 
are contractually obligated under a noncancelable 
license agreement and are able to perform in compli-
ance with all the significant terms of the license 
agreement. If significant factors raise doubt about 
the obligation or ability of either party to perform 
under the agreement, revenue recognition shall be 
delayed until such factors no longer exist. Insig-
nificant factors, such as the actual delivery of an 
existing print of a previously accepted film, are not 
a sufficient basis for delaying revenue recognition. 
Amendments to an existing license shall receive ap-
propriate accounting recognition consistent with the 
accounting described in this Statement. 
8. Revenues from the licensing of a film shall be 
recognized in the same sequence as the market-by-
market exploitation of the film and at the time the 
licensee is able to exercise rights under the agree-
ment. That time would be the later of the commence-
ment of the license period (the right then being 
exercisable by the licensee) or the expiration of a 
conflicting license (the right then being deliverable 
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by the licensor). 
9. The amount of the license fee for each film 
ordinarily is specified in the contract, and the 
present value of that amount, computed in accordance 
with the provisions of APB Opinion No. 21, Inter-
est on Receivables and Payables, generally shall be 
used as the sales price for each film. 
FASB Statement No. 63, Financial Reporting by Broadcasters 
186. Proponents of revenue recognition at contract signing believe 
FASB Statement No. 63 may be relevant in considering the accounting 
for software term license agreements. FASB Statement No. 63 estab-
lishes standards for accounting and reporting by licensees for license 
agreements for program material. Those requirements are symmetrical 
with the accounting requirements for licensors of films for tele-
vision. Paragraph 3 of statement No. 63 requires a licensee to report 
an asset and a liability for the rights acquired and obligations 
incurred under a license agreement when the license period begins and 
all of the following conditions have been met: 
a. The cost of each program is known or reasonably 
determinable. 
b. The program material has been accepted by the 
licensee in accordance with the conditions of the 
license agreement. 
c. The program is available for its first showing or 
telecast. Except when a conflicting license 
prevents usage by the licensee, restrictions 
under the same license agreement or another li-
cense agreement with the same licensor on the 
timing of subsequent showings shall not affect 
this availability condition... 
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187. Paragraph 4 states further that 
A licensee shall report the asset and liability for a 
broadcast license agreement either (a) at the present 
value of the liability calculated in accordance with 
the provisions of APB Opinion No. 21, Interest on 
Receivables and Payables, or (b) at the gross amount 
of the liability. If the present value approach is 
used, the difference between the gross and net lia-
bility shall be accounted for as interest in accor-
dance with Opinion 21. 
The Board provided the choice of reporting the asset and liability at 
the present value of the liability or at the gross amount of the 
liability to reduce the number of reporting practices followed by 
broadcasters at that time. 
FASB Statement No. 51, Financial 
Reporting by Cable Television Companies 
188. FASB Statement No. 51 may be relevant in considering issues 
related to subscription fees for data services and other payments at 
the inception of a contract. The Statement addresses certain costs, 
expenses, and revenues related to cable television systems. The gui-
dance on hookup revenue may be relevant in considering accounting for 
software installation charges. Paragraph 11 states: 
Initial hookup revenue shall be recognized to the 
extent of direct selling costs incurred. The remain-
der shall be deferred and amortized to income over 
the estimated average period that subscribers are 
expected to remain connected to the system. 
189. The Statement defines direct selling costs as follows: 
Direct selling costs include commissions, the portion 
of a salesperson's compensation other than commis-
sions for obtaining new subscribers, local adver-
tising targeted for acquisition of new subscribers, 
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and cost of processing documents related to new sub-
scribers acquired. Direct selling costs do not in-
clude supervisory and administrative expenses or 
indirect expenses, such as rent and costs of facil-
ities. 
FASB Statement No. 66, Accounting for Sales of Real Estate 
190. The following are the revenue recognition requirements of 
Statement No. 66: 
REAL ESTATE SALES OTHER THAN RETAIL LAND 
SALES 
Recognition of Profit by the Full Accrual 
Method 
3. Profit shall be recognized in full when real estate is 
sold, provided (a) the profit is determinable, that is, the 
collectibilty of the sales price is reasonably assured or 
the amount that will not be collectible can be estimated, 
and (b) the earnings process is virtually complete, that is, 
the seller is not obligated to perform significant activi-
ties after the sale to earn the profit. Unless both condi-
tions exist, recognition of all or part of the profit shall 
be postponed. Recognition of all of the profit at the time 
of sale or at some later date when both conditions exist is 
referred to as the full accrual method in this Statement. 
5. Profit on real estate transactions shall not be recog-
nized by the full accrual method until all of the following 
criteria are met: 
a. A sale is consummated (paragraph 6). 
b. The buyer's initial and continuing investments are ade-
quate to demonstrate a commitment to pay for the proper-
ty (paragraphs 8-16). 
c. The seller's receivable is not subject to future subor-
dination (paragraph 17). 
d. The seller has transferred to the buyer the usual risks 
and rewards of ownership in a transaction that is in 
substance a sale and does not have a substantial con-
tinuing involvement with the property (paragraph 18). 
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Consummation of a Sale 
6. A sale shall not be considered consummated until (a) the 
parties are bound by the terms of a contract, (b) all con-
sideration has been exchanged, (c) any permanent financing 
for which the seller is responsible has been arranged, and 
(d) all conditions precedent to closing have been performed. 
Usually, those four conditions are met at the time of clo-
sing or after closing, not when an agreement to sell is 
signed or at a preclosing. 
Continuing Involvement without Transfer of 
Risks and Rewards 
18. If a seller is involved with a property after it is 
sold in any way that results in retention of substantial 
risks or rewards of ownership, except as indicated in para-
graph 43, the absence-of-continuing-involvement criterion 
has not been met... 
Sale Not Consummated 
20. The deposit method of accounting described in para-
graphs 65-67 shall be used until a sale has been consummated 
(paragraph 6). "Consummation" usually requires that all 
conditions precedent to closing have been performed, inclu-
ding that the building be certified for occupancy. However, 
because of the length of the construction period of office 
buildings, apartments, condominiums, shopping centers, and 
similar structures, such sales and the related income may be 
recognized during the process of construction, subject to 
the criteria in paragraphs 41 and 42, even though a certif-
icate of occupancy, which is a condition precedent to clo-
sing, has not been obtained. 
Continuing Involvement without Transfer of 
Risks and Rewards 
25. If the seller has some continuing involvement with the 
property and does not transfer substantially all of the 
risks and rewards of ownership, profit shall be recognized 
by a method determined by the nature and extent of the* 
seller's continuing involvement. Generally, profit shall be 
recognized at the time of sale if the amount of the seller's 
loss of profit because of continued involvement with the 
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property is limited by the terms of the sales contract. The 
profit recognized shall be reduced by the maximum exposure 
to loss... 
Statement of Position (SOP) 81-1, Accounting for Certain 
Construction-Type and Certain Production-Type Contracts 
191. SOP 81-1 provides guidance for contract accounting. Some be-
lieve the guidance in the SOP is applicable to accounting for custom 
software contracts or contracts with significant other vendor obliga-
tions. paragraph 23 of SOP 81-1 states that the percentage-of-comple-
tion method is the preferable accounting method if the contractor has 
"the ability to make reasonably dependable estimates... of the extent 
of progress toward completion, contract revenues, and contract costs." 
192. Paragraph 23 states that all of the following conditions should 
exist if revenue is to be recognized on the percentage-of-completion 
method: 
• Contracts executed by the parties normally include 
provisions that clearly specify the enforceable 
rights regarding goods or services to be provided 
and received by the parties, the consideration to 
be exchanged, and the manner and terms of settle-
ment . 
• The buyer can be expected to satisfy his obli-
gations under the contract. 
• The contractor can be expected to perform his 
contractual obligations. 
193. Paragraph 24 states further: 
For entities engaged on a continuing basis in the 
production and delivery of goods or services under 
contractual arrangements and for whom contracting 
represents a significant part of their operations, 
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the presumption is that they have the ability to make 
estimates that are sufficiently dependable to justify 
the use of the percentage-of-completion method of 
accounting. Persuasive evidence to the contrary is 
necessary to overcome that presumption. The ability 
to produce reasonably dependable estimates is an 
essential element of the contracting business. For a 
contract on which a loss is anticipated, generally 
accepted accounting principles require recognition of 
the entire anticipated loss as soon as the loss 
becomes evident. An entity without the ability to 
update and revise estimates continually with a degree 
of confidence could not meet that essential require-
ment of generally accepted accounting principles. 
194. The SOP requires the completed-contract method to be used only 
when there is persuasive evidence that the contractor is unable to 
make reasonable estimates or there are "inherent hazards." Paragraphs 
28 and 29 state that 
28. "Inherent hazards" relate to contract conditions 
or external factors that raise questions about con-
tract estimates and about the ability of either the 
contractor or the customer to perform his obligations 
under the contract. Inherent hazards that may cause 
contract estimates to be doubtful usually differ from 
inherent business risks. Business enterprises en-
gaged in contracting, like all business enterprises, 
are exposed to numerous business risks that vary from 
contract to contract. The reliability of the esti-
mating process in contract accounting does not depend 
on the absence of such risks. Assessing business 
risks is a function of users financial statements. 
29. The division believes that inherent hazards that 
make otherwise reasonably dependable contract esti-
mates doubtful involve events and conditions that 
would not be considered in the ordinary preparation 
of contract estimates and that would not be expected 
to recur frequently, given the contractor's normal 
business environment. Such hazards are unrelated to, 
or only incidentally related to, the contractor's 
typical activities. Such hazards may relate, for 
example, to contracts whose validity is seriously in 
question (that is, which are less than fully enfor-
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ceable), to contracts whose completion may be subject 
to the outcome of pending legislation or pending 
litigation, or to contracts exposed to the possibil-
ity of the condemnation or expropriation of the re-
sulting properties. Reasonably dependable estimates 
cannot be produced for a contract with unrealistic or 
ill-defined terms or for a contract between unreli-
able parties. However, the conditions stated in 
paragraph 23 for the use of the percentage-of-comple-
tion method of accounting, which apply to most bona-
fide contracts, make the existence of some uncer-
tainties, including some of the type described in ARB 
45, paragraph 15, unlikely for contracts that meet 
those conditions. Therefore, the division believes 
that there should be specific, persuasive evidence of 
such hazards to indicate that use of the percentage-
of-completion method on one of the bases in paragraph 
25 is not preferable. 
195. SOP 81-1 also provides guidance on segmenting a contract into 
separate components for costs and revenues that are recognized sepa-
rately. Paragraph 39 of the SOP states that "[i]f the project is 
segmented, revenues can be assigned to the different elements or 
phases to achieve different rates of profitability based on the 
relative value of each element or phase to the estimated total con-
tract revenue." 
196. Paragraph 40 states that a project may be segmented if 
a. The contractor submitted bona fide proposals on 
the separate components of the project and on the 
entire project. 
b. The customer has the right to accept the pro-
posals on either basis. 
The aggregate amount of the proposals on the 
separate components approximated the amount of 
the proposal on the entire project. 
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197. If a project does not meet the criteria for segmentation in 
paragraph 40, it may be segmented only if it meets all the following 
criteria, which are discussed in paragraph 41: 
a. The terms and scope of the contract or project 
clearly call for separable phases or elements. 
b. The separable phases or elements of the project 
are often bid or negotiated separately. 
c. The market assigns different gross profit rates 
to the segments because of factors such as dif-
ferent levels of risk or differences in the re-
lationship of the supply and demand for the ser-
vices provided in different segments. 
d. The contractor has a significant history of pro-
viding similar services to other customers under 
separate contracts for each significant segment 
to which a profit margin higher than the overall 
profit margin on the project is ascribed. 
e. The significant history with customers who have 
contracted for services separately is one that is 
relatively stable in terms of pricing policy 
rather than one unduly weighted by erratic pri-
cing decisions (responding, for example, to ex-
traordinary economic circumstances or to unique 
customer-contractor relationships). 
f. The excess of the sum of the prices of the sep-
arate elements over the price of the total pro-
ject is clearly attributable to cost savings 
incident to combined performance of the contract 
obligations (for example, cost savings in super-
vision, overhead, or equipment mobilization). 
Unless this condition is met, segmenting a con-
tract with a price substantially less than the 
sum of the prices of the separate phases or ele-
ments would be inappropriate even if the other 
conditions are met. Acceptable price variations 
should be allocated to the separate phases or 
elements in proportion to the prices ascribed to 
each. in all other situations a substantial 
difference in price (whether more or less) be-
tween the separate elements and the price of the 
total project is evidence that the contractor has 
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accepted different profit margins. Accordingly, 
segmenting is not appropriate, and the contracts 
should be the profit centers. 
g. The similarity of services and prices in the 
contract segments and services and the prices of 
such services to other customers contracted 
separately should be documented and verifiable. 
FASB Invitation to Comment, Accounting for Service Transactions 
198. In 1978, the FASB issued an Invitation to Comment, Accounting 
for Service Transactions, which was based on a draft Statement of 
Position prepared by the AICPA Accounting Standards Division. Though 
the FASB has taken no action since issuance of the Invitation to 
Comment and no final Statement of Position on the subject has been 
issued, some believe the Invitation to Comment contains guidance that 
may be useful for determining how to account for revenue from custom 
software contracts or contracts with significant other vendor obliga-
tions. The Invitation to Comment includes as service transactions 
certain sales of tangible products in conjunction with rendering of 
services. It provides the following guidance: 
A service transaction may involve a tangible product 
that is sold or consumed as an incidental part of the 
transaction or is clearly identifiable as secondary 
or subordinate to the rendering of the service. The 
following guidelines apply to transactions in which 
both services and products are provided: 
1. If the seller offers both a product and a service 
in a single transaction and if any product invol-
ved is not separately stated in such a manner 
that the total transaction price would vary as a 
result of the inclusion or exclusion of the pro-
duct, the product is incidental to the rendering 
of the service and the transaction is a service 
transaction. 
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2. If the seller offers both a product and a service 
in a single transaction and any service involved 
is incidental and is provided or available to all 
purchasers, the transaction is a product trans-
action. 
3. If the seller of a product offers a related 
service to purchasers of the product but separ-
ately states the service and product elements in 
such a manner that the total transaction price 
would vary as a result of the inclusion or exclu-
sion of the service, the transaction consists of 
two components; a product transaction and a ser-
vice transaction, and each should be accounted 
for separately. 
199. The Invitation to Comment focuses on performance as the basis 
for determining revenue recognition. It defines performance as the 
execution of a defined act or acts or as occurring with the passage of 
time. Four methods of revenue recognition are discussed. 
1. Specified performance method - Performance con-
sists of the execution of a single act and reve-
nue should be recognized when that act takes 
place. 
2. Proportional performance method - Performance 
consists of the execution of more than one act 
and revenue should be recognized based on the 
proportionate performance of each act. For exam-
ple, if the service transaction involves a speci-
fied number of similar acts, an equal amount of 
revenue should be recognized for each act. If 
the transaction involves a specified number of 
defined but not similar acts, revenue recognized 
for each act should be based on the ratio of the 
seller's direct costs to perform each act to the 
total estimated direct costs of the transaction. 
If the transaction involves an unspecified number 
of similar acts with a fixed period for perfor-
mance, revenue should be recognized on the 
straight line method over the performance period. 
3. Completed performance method - If services are 
performed in more than a single act, the propor-
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tion of services to be performed in the final act 
may be so significant in relation to the service 
transaction taken as a whole that performance 
cannot be deemed to have taken place until execu-
tion of that act. Revenue should be recognized 
when that act takes place. 
4. Collection method - if there is a significant 
degree of uncertainty surrounding realization of 
service revenue (for example, many personal ser-
vices), revenue should not be recognized until 
collection. 
Accounting and Auditing Enforcement Rule (AAER) No. 108 
200. AAER No. 108 states the following criteria for evaluating bill 
and hold sales: 
1. The risks of ownership must have passed to the 
buyer; 
2. The customer must have made a fixed commitment to 
purchase the goods, preferably reflected in writ-
ten documentation; 
3. The buyer, not the seller, must request that the 
transaction be on a bill and hold basis. The 
buyer must have a substantial business purpose 
for ordering the goods on a bill and hold basis; 
4. There must be a fixed schedule for delivery of 
the goods. The date for delivery must be rea-
sonable and must be consistent with the buyer's 
business purpose (e.g., storage periods are cus-
tomary in the industry); 
5. The seller must not have retained any specific 
performance obligations such that the earning 
process is not complete; 
6. The ordered goods must have been segregated from 
the seller's inventory and not be subject to 
being used to fill other orders; and 
7. The equipment must be complete and ready for 
shipment. 
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201. AAER states further that not all transactions that meet those 
criteria qualify the transaction for a bill and hold sale. The fol-
lowing factors should also be considered: 
1. The date by which the seller expects payment, and 
whether it has modified its normal billing and 
credit terms for this buyer; 
2. The seller's past experience with and pattern of 
bill and hold transactions; 
3. Whether the buyer has the expected risk of loss 
in the event of a decline in the market value of 
the goods; 
4. Whether the seller's custodial risks are insur-
able and insured; 
5. Whether APB Opinion No. 21, pertaining to the 
need for discounting the related receivable, is 
applicable; and 
6. Whether extended procedures are necessary in 
order to assure that there are no exceptions to 
the buyer's commitment to accept and pay for the 
goods sold, i.e., that the business reasons for 
the bill and hold have not introduced a contin-
gency to the buyer's commitment. 
